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OUR COVER 


The graph on our cover this month depicts the trend of federal 
expenditures for the last ten years. The expansion and growth of 
the economy is producing a like-rising trend in governmental receipts, 
and the President's budget for the next year anticipates a rise in receipts 
to produce a surplus, even though expenditures are higher than any 
other previous year. 


Many economists have urged that the federal government work 
on a five- or ten-year budget, contending that a longer look ahead is 
required. Otto Eckstein recently prepared a study for the Committee 
for Economic Development, and Dr. Eckstein’s projection shows that 
depending upon the spending policies that are followed by the govern- 
ment, the federal budget in 1968 will be from $6 to $34 billion larger 
than at present. A longer look ahead is required because, often, pro- 
posed new expenditure programs begin small in the first year but entail 
larger expenditures thereafter—our defense and missile program, for 
instance. The delicate nature of charting budget policy can only be 
grasped when the impact that expenditures have upon the tax system, 
upon the stability of the money, and upon the growth and productivity 
of the economy, is realized. President Eisenhower's budget projects a 
surplus of $4.2 billion, revenues of $84 billion and expenditures of 
$79.8 billion. There are new appropriations for the Department of 
Defense amounting to $40.6 billion. No new taxes are forecast, and a 
reduction of the debt is hinted at, but who can say whether expendi- 
tures of $40 billion would give us security when expenditures of $39 
billion would not. Our cover and this little piece cannot scratch the 
surface on the subject of the budget, but to tax men the subject plays 
a mgjor role. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest. reports on pending 
State tax legislation. interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long: Business Manager, James L. Jones: Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


International tax treaties. Our thoughtful tax man this month is 
Franklin F. Russell, who represented the successful taxpayer in Fair v. 
Commissioner—a decision involving mortgages on Cuban land. Mr. 
Russell discusses a number of difficulties arising under treaties because 
terms mean different things under different national laws. Mr. 
Russell's letter begins at page 182, 


Proposed regulations on associations. Under the definitions in 
the Code, “partnerships,” “corporations” and “person” are so defined 
as to classify every conceivable form of business activity for purposes 
of taxation. The proposed regulations seem to suggest, according to 
this author, more problems than they solve. For instance, a question 
arises as to whether the proposed regulations are at variance with the 
Kintner case (54-2 ustc § 9626, 216 F. 2d 418) since they stress the 
importance of local law as granting power to a partner to dissolve 
the organization at any time. You will remember this now-celebrated 
case involving a group of physicians who established a clinic as an 
association taxable as a corporation. They deducted contributions to 
a pension plan. The doctors provided in their articles of association 
that not death, insanity, bankruptcy, retirement, resignation nor ex- 
pulsion of a member would cause the dissolution of the organization. 


Doctors, the only major segment of the working American public 
not covered by social security or an equivalent (such as the United 
States Retirement Fund for federal employees), have made various 
attempts in the past to form associations taxable as corporations. In 
this way, individual doctors would fall under the social security 
umbrella as employees, and could entitle themselves to other benefits, 
such as pension rights, which go along with being employees. 


Associations taxable as corporations, however, have not been the 
most easily recognizable taxable entities; and, in the case of doctors’ 
associations, the Internal Revenue Service opposed them until 1957. 
Then it changed its views and conceded that the usual tests would be 
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applied in determining whether an association of doctors has more 
of the characteristics of a corporation than of a partnership and can, 
therefore, be considered a corporation for all income tax purposes. 
(In effect, the government withdrew its nonacquiescence in the Kintner 
case which has recognized corporate existence for a doctors’ associ- 
ation.) 


The battle is far from over; the issues on what precisely makes 
up an association taxable as a corporation are not resolved. There are 
pending proposed regulations under Code Section 7701—definitions— 
which would define an association taxable as a corporation on the one 
hand and a partnership on the other, Six criteria of associations are 
proposed; a “Kintner-type” of doctors’ association is recognized (al- 
though a main issue of the effect of local law upon the formation of 
doctors’ corporations is sidestepped) ; and the examples cited in the 
proposed regulations would fit groups of realtors, investment clubs 
or others who might desire to associate as corporation shareholders. 
But the American Medical Association has viewed the proposed rules 
as falling short of their objective—presumably the endorsement or 
recognition of “Kintner-type” associations. 


Perhaps some new light will be thrown upon the entire subject 
as a result of the public hearings held February 25 on the proposed 
regulations. 


The article, beginning at page 187, is a thorough analysis of the 
provisions of the proposed regulations. It is written by Theodore 
Saltz, an attorney, Chicago, Illinois. 


Subchapter S. The tax concepts of this new chapter in the income 
tax law were a radical departure. The new chapter, of course, grew 
out of Congress’ interest in small business and its place in the growth 
of our economy. The article beginning at page 199 discusses this new 
controversial subchapter. It is written by Henry T. Sanders, a mem- 
ber of the tax department of Alexander Grant & Company, Chicago 


CPA’s. 


Foreign trade. American products are being shut out of foreign 
markets at a rate which many in our government regard as alarming. 
Our exports have been dropping from a high of $19 billion, two years 
ago, to somewhere around the $14 billion mark. The article beginning 
at page 209 examines the very real possibilities for capital gain in 
licensing or making other disposition abroad of patents, trademarks 
and know-how. No doubt, most companies receiving income from 
foreign licensing agreements treat it as ordinary income under Sec- 
tion 61(a)(2) or as falling within Section 61(a)(6), but this article 
poses a question of possible treatment of this income under Section 
1221 or 1231(a). It is an exhaustive report on such agreements, and 
the pertinent sections of the Code. The article is written by Andrew 
W. Brainerd, a Chicago attorney. He writes out of personal experience 
since he travels around the world quite frequently, in connection with 
his law practice. 


In This Issue 





The tax-return preparer. Very little has been written about the 
tax-return preparers and their small offices which we find dotting 
every industrial section of the country during the first four months 
of the year, at least. The author visited 35 such offices in the low- 
income areas of greater Boston, New York and Jersey City. All of 
them prepared tax returns for a fee and openly offered their services 
to the public. The author himself, while going to Harvard Law 
School, entered the tax-return preparation business for a month and 
a half with three other law students. The firm took a name and, trans- 
acting business in a rented, upstairs office, assisted over 150 taxpayers. 
Then, too, the author interviewed lawyers, certified public accountants 
and public accountants who were located primarily in the lower- 
income areas. 


His article, beginning at page 239, deals primarily with the prob- 
lems of the low-income taxpayer—salary between $3,000 and $6,000 
per year—in preparing his return. It tells how these problems are 
met by the “Tax Returns Prepared Here” offices. The annual report 
of the Commissioner of Internal Revenue for the fiscal year ending 
June 30, 1958, states that a total of 10,988,000 persons requested some 
form of aid during the 1958 filing period. Since 60.7 million individual 
returns were filed that year, about one out of every six taxpayers 
required aid. 


Nothing in Mr. Sepenuk’s article is meant to deprecate the quality 
of the services rendered by the government employees. They do a 
competent job, but they do not have sufficient time to give personal 
attention to all those requiring help. This is not a “how to do it” 
article, but a “how it is done” article. Norman Sepenuk is a member 
of the Jersey City law firm of Smith, James & Mathias. 


O, happy word. When a law attempts to simplify a tax transac- 
tion and does what it attempts to do, “simplify” becomes a happy 
word, according to the author of the article beginning at page 257. 
The law he discusses is the Illinois legislation which changed the 
real property tax lien date from April 1 of each year to January 1. 
The change simplifies the apportionment of taxes between the seller 
and the purchaser of real estate under Section 164(d) of the Internal 
Revenue Code. The article contains two tables. One is a numerical 
illustration for a calendar-year seller and a calendar-year purchaser 
who pays taxes as due. The other table shows the rules for the deduc- 
tibility of taxes between the seller and the purchaser. This article is 
written by Willard J. Lassers, a Chicago attorney. 


Taxation of airlines. The “State Tax News” department con- 
tinues with Mr. John A. Wilkie’s discussion of state tax apportion- 
ment formulas for unitary airlines, beginning at page 264. 
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WASHINGTON TAX TALK 


Congress working rapidly on legislation before adjournment deadline 
New rules for exchanging Series E, F and J savings bonds. 


HE TAX-LAW WRITING COMMITTEES of Congress, the 

House Committee on Ways and Means and the Senate Finance 
Committee, have been extremely active during the first two months 
of the new session of Congress because they expect to adjourn or 
recess sometime before the start of the political conventions in July. 

The Senate Finance Committee has considered and sent to the 
Senate numerous House-passed bills, among which are H. R. 7947 on 
capital contributions to the Federal National Mortgage Association, 
H. R. 8684 on “dealer reserves,” and H. R. 4586 which would remove 
the excise tax on “sen sen.” 

On the House side, the Ways and Means Committee sent to the 
House, H. R. 9662, the Trust and Partnership Income Tax Act of 1960; 
H. R. 9660, amending Section 6659(b) on deficiency notices ; and minor 
tax bills. These bills were passed by the House and sent to the Senate 
for further consideration. The committee has also considered H. R. 
9625, the Technical Changes Act of 1960, and H. R. 5, the Foreign 
Tax Investment Act of 1959. In addition, the Treasury proposal to 
tax cooperatives was the subject of a week-long public hearing. 

Congressional action on social security legislation, a sure bet in an 
election year, should start sometime in April or the first part of May. 
The Committee on Ways and Means has already indicated that it will 
consider H. R. 9323, introduced by Congressman Harrison of Virginia, 
which eliminates the age-50 requirement for disability benefits and 
makes other alterations in Title II of the Social Security Act. Other 
changes to be considered by the committee are an across-the-board 
increase in monthly benefit payments—including modifications in 
minimum and maximum benefits—an increase in widows’ benefits, and 
the addition of new types of insurance benefits. If there is an increase 
in benefits, it will probably result in some increase in the existing 
schedule of contribution rates for employees and employers. 


The controversial H. R. 4700, introduced by Congressman Forand, 
received support from the Senate recently. Democrats on a Senate 
(Continued on page 270) 


Washington Tax Talk 





Franklin F. Russell, at attorney in New York City, suggests that tax treaties 
between countries watch their diction, for sometimes shades of meaning and 
variations of the rule are lost in translation from one language to another. 


| REPRESENTED the successful taxpayer in Fair v. Com- 
missioner, 37-2 ustc § 9326, 91 F. 2d 218 (CA-3), which 
excluded from the gross estate of a New Jersey resident and 
citizen some hipotecas, or mortgages without personal obli- 
gation, on Cuban land, which interests Cuban law classified as 
“immovables,” on the ground that these hipotecas must be 
considered “real property” situated outside of the United 
States. This case has been cited in Estate of M. T. C. de Pe- 
rigny, CCH Dec. 16,100, 9 TC 782 (1947), which excluded 
99-year and 999-year leases in Kenya, which Kenya, although’ a 
common law country, classified as “immovables.” It has also 
been cited in Laird v. U. S., 53-2 ustc § 10,926, 10,929, 115 F. 
Supp. 931 (1953), which excluded Canadian leases and referred 
to a United States-Canadian double taxation treaty of 1944, 
which has been amended by a 1950 one. 


I am urging an amendment to Internal Revenue Code Sec- 
tion 2031(a) and cognate sections, which will substitute, or 
add, “immovable property” in place of, or in addition to, “real 
property” now in the law. Since the excluding clause is limited 
to land in foreign countries, none of which, except parts of 
the British Commonwealth, uses “real property,” the term 
“immovable property” should have been used originally. The 
term is well known in Anglo-American law, and in conflict- 
of-laws cases the classification “immovable and movable” 
—rather than “real and personal”—property is correct. Lease- 
holds are invariably considered immovables, ;although per- 
sonalty. Mortgages are also immovables. Textbooks on conflicts, 
as well as the restatement, point this out clearly. See, 
also, Schlesinger, Comparative Law (Second edition, 1959), 
pages 485-486, where the author, a professor at Cornell, dis- 
cusses the Fair case and gives several references to law review 
material. 


In the Fair and the de Perigny cases, local inheritance taxes 
were paid to Cuba and Kenya, respectively, both of which had 
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the unquestioned right to impose such taxes. The United 
States Treasury wanted a second tax. 

Logical support for the change from “real property” to 
“immovable property” can be found in some 12 double tax- 
ation treaties, the first of which was with Canada in 1944 (see 
Laird). The State Department tells me that nine treaties use 
“immovable” and only three (those with France, Italy and 
Norway) use “real” property. The two terms are not synony- 
mous. For example, leaseholds are immovables, although per- 
sonalty; and in most jurisdictions mortgages, although usually 
debts, are also interests in land and, hence, are logically 
governed by the lex situs. Similarly, as to “personalty” and 
“movables,” it ought to be pointed out that, for example, the 
current (1951) Canadian treaty, which superseded the treaty 
mentioned in Laird, in addition to using “immovable property 
(otherwise than by way of security)” in Article II(a), uses 
“tangible movable property” in Article II(b). But the French 
treaty (Article 3(2)(b)) uses “corporeal movable property” 
(les biens meubles corporels); the term “real property” in Arti 
cle 3(2)(a) in the French version is “les immeubles.” The 
Italian treaty uses “tangible personal property” (Article III(b)) 
and the Italian text reads “J beni mobili corporali,” in contrast 
to “real property,’ and “J beni immobili” in Article III(a). 
The English version of the Norway treaty uses “tangible 
movable property” (Article III(b)) and “real property” in 
Article III (a). (Italics supplied.) 

There is no possible justification for using “real property” 
and “movable property” in the same treaty. Our government 
should decide whether it wants to use the universal classifi- 
cation of immovables and movables or the more limited com- 
mon law classification of real and personal property, but it 
should not mix them up. And we should not overlook Article 
II(2) of the Italian treaty, signed March 30, 1955, which says: 

“In the application of the provisions of the présent Con- 
vention by one of the contracting States, any term not otherwise 
defined shall, unless the context otherwise requires, have the 
meaning which such term has under its own laws.” The terms 
“real property,” in the English version, and “J beni immobili,” 
in the Italian version, are not specifically defined. Hence, 
leaseholds and mortgages are included in “immovables” in 
the Italian version but are not included in “real property” in the 
English version. The Italian version is not a translation from 
an English original; it is also original. Only 12 treaties have 
been concluded so far, and only 19 more are being negotiated. 

(Continued on page 238) 





TAX-WISE NEWS 


y 

I OR THE FIRST TIME, the views of the 
Internal Revenue Service on the taxability of deferred compensation 
have appeared in revenue ruling form. In a discourse upon the doc- 
trine of constructive receipt of income which evidences a leniency not 
heretofore shown, the Commissioner has cited a number of typical 
cases Of deferred compensation—business executive, professional athlete, 
author, etc.—and has made a ruling in each set of circumstances. It is 
doubtful whether any of these examples would have passed the con- 
structive receipt barrier in the past, whereas here, in three of the five 
cases described, deferred compensation was held to be taxable only 
when received. In addition to this, a 1947 nonacquiescence (Oates, 18 
T. C. 570; aff'd 53-2 ustc § 9596) was withdrawn. The non-acq. ex- 
pressed the government’s disapproval of a case in which an insurance 
agent’s participation in policy renewal premiums during his retirement 
were taxable only as received.—Rev. Rul. 60-31, 


ryy 

I HE TAX COURT DOCKET is, in a way, 
a fluoroscope of sensitive tax areas. A few years back, the huge 
number of waiters’ and cab drivers’ cases on file reflected a drive on 
income from tips. Not too long ago, a raft of “722 cases,” or refund 
claims for excess profits taxes, heralded the demise of the World 
War II Excess Profits Tax Act. And now, the increased number of 
cases involving entertainment expenses and employee expense account 
deductions mirrors the current emphasis on “living off expense 
accounts.” 


At present, 147 of 2000 cases on the Tax Court docket contest 
the disallowance of deductions for travel, entertainment, automobile 
and other types of employee expenses. Undoubtedly, many other 
cases, generally classified under “business expenses,” involve like em- 
ployee expenses. Along the same line, some 4% per cent of pending 
cases turn upon the taxability of allowances paid aircraft and con- 
struction workers “away from home.” 


Probably representative of these types of tax disputes is the 
case of an internationally known sportsman who owned and operated 
a contract machine shop. He sailed a 161 foot y::cht and sought to 
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deduct its operational expenses as business entertainment. However, 
the Tax Court said that his incomplete guest list read more like a 
social register than a customer list; and the publicity concerning this 
yacht owner was about 95 per cent in connection with his feats as a 
sportsman, 5 per cent in connection with his business. The deductions 
were therefore not allowed.—Larrabee, CCH Dec. 24,039, 33 TC 
No. 95. 


‘ 

SUPERMARKETS have been assured that 
they are perfectly free to ignore the schedule of useful lives of assets 
used by retail stores in depreciation calculations, and that they may 
adopt their own, based upon actual experience. This is nothing 
especially new, for as the Commissioner has pointed out, it has long 
been the conviction of the Internal Revenue Service that individual 
taxpayers—if they are realistic—are in the superior position to esti- 
mate the useful lives of their own assets. However, some misunder- 
standing must have arisen to prompt Commissioner Latham to issue 
a special letter restating the government’s position as it affects super- 
markets. 


Thus, the useful lives of supermarket fixtures, counters, display 
shelves, perambulators, lighting fixtures, freezers, etc., as determined 
from the actual experience of the public’s parading through the stores 
and shortening the useful lives of those assets, make up the proper 
basis of supermarkets’ depreciation deductions. 


D ISTRICT DIRECTORS in Illinois, Penn- 
sylvania and Tennessee have now released “guidelines” for the deduc- 
tion of state sales taxes by those who itemize deductions on individual 
federal income tax returns. The guides, or suggested amounts, are 


averaged for various income brackets and take into account various 
dependency situations. 


In each of the suggested guides there is a warning that taxpayers 
may be called upon to substantiate their deductions. Many, indeed, 
in viewing the suggested deductions, may well decide they are entitled 
to more than the recommended amounts; and, accordingly, they may 
begin to keep records of sales tax expense not bothered with before. 
In any event, three directors have now gone on record as to what 
they consider reasonable deductions for state sales taxes. All local 
offices have been authorized to publish guidelines, so new charts may 


be in the offing. 


District directors are under no obligation to reveal what thev 
consider reasonable sales tax deductions, but they were given the 
green light to show their hands last fall. You might be interested in 
comparing the relative views of the three offices which have publicly 
declared what they consider average deductions. 
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A NEW PROPOSAL. The Treasury has a 
plan to tax the gain on sales of depreciable personal property as ordi- 
nary income to the extent of depreciation deductions previously taken. 
The Treasury wants Congress to enact this plan into law, It would 
mean that the only part of the gain which would be treated as capital 
gain would be the amount, if any, by which the proceeds of the sale 
exceeded the original cost of the asset. 


An ATTORNEY BECAME SICK and was 
hospitalized. A client’s petition was due before the Tax Court. That 
is, the 90 days allowed had nearly elapsed. So, another attorney, on 
the 90th day, filed a petition with the Tax Court entitled “motion for 
an extension of time... .” The Court says this motion was not a peti- 
tion and that a proper petition had not been filed within the 90 days.— 
George Joannou, CCH Dec. 23,042, 33 TC —, No. 98. 


A BUSINESSMAN entertained _ business 
guests. What did their meals cost? Here’s how the Tax Court figured 
it. The Court concluded that the cost of the meals consumed by the 
taxpayer was equal to the cost of the meals consumed by his guests, 
and it deducted the cost of his meals from the deduction claimed.— 
Al J. Smith, CCH Dec. 24,041, 33 TC —, No. 97 . . . This same tax- 
payer also deducted the cost of alcoholic beverages which he served to 
lis business guests. This was in a dry state (Mississippi) whose law 
prohibits the purchase, sale, importation and giving away of liquor. 
But Mississippi also imposes a tax on the sale of intoxicating liquors. 
So the taxpayer contended this deduction was proper, but the Tax 
Court held that the giving away of liquor is against the public policy 
of the State of Mississippi, and the fact that traffic in liquor is illegal 
does not preclude the legislature from imposing a tax on it. Deduc- 
tion lost. 


A TAXPAYER, BOTH CPA and attorney, 
offered as his reason for failing to file returns and to pay taxes “the 
pressure of business.” The Tax Court refused to accept this and im- 
posed fraud penalties—John J, Finnorn, CCH Dec. 24,038(M), 19 
TCM 87. 


/ 


A TAXPAYER subsidiary exchanged its 
stock for equipment from its parent. The Tax Court held that the 
basis of the property to the subsidiary was the same as it was in the 
hands of the parent corporation—Truck Terminals, Inc., CCH Dec. 
24,044, 33 TC No. 100. 
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ASSOCIATIONS 
By THEODORE SALTZ 


This article discusses the far-reaching changes in the proposed regulations 
governing the Kintner-type association. This author finds the 

regulations conflicting and contradictory where local law standards are 
adopted in the face of the federal tax concept of an association 

which makes it taxable as a corporation. The author is an attorney, Chicago. 


rE HE long-awaited proposed regulations on associations have finally 

been published by the Internal Revenue Service.t Prior to final 
adoption, public hearings will be held but the tentative form of these 
regulations, and the problems posed and questions left unanswered 
by them, offers some explanation for their delay in arrival. The new 
proposed regulations reflect a desire of the officials of the Treasury 
Department and the Internal Revenue Service to correct certain in- 
equities and attempt to introduce a degree of certainty and predicta- 
bility in the important area of tax classification. It remains to be seen 
whether the new proposed regulations suggest more problems than 
those which they solve. 


Classification of Taxable Entities 


Under the definition provisions of the 1954 Internal Revenue 
Code, the form of language of Section 7701(a)(2)-(3) appears sub- 
stantially without change from that of the 1939 Code and earlier 
revenue acts.2_ The definitions of “partnership” and “corporation,” 





Secs. 301.7701-1 and following, Federal Register, December 23, 1959. 

* Code Sec. 7701(a)(2) is a definition of “partners and partnership.” It says: 
“The term ‘partnership’ includes a syndicate, group, pool, joint venture, or other 
unincorporated organization, through or by means of which any business, financial 
operation, or venture is carried on, and which is not, within the meaning of 
this title, a trust or estate or a corporation.” 

Code Sec. 7701(a)(3) is a definition of corporation: “The term ‘corpora- 
tion’ includes associations, joint-stock companies and insurance companies.” 


Associations 








together with the definition of “per- 
son,’ * attempt to classify every con- 
ceivable form of business activity for 
purposes of taxation. (See Taubman, 
The Joint Venture and Tax Classifica- 
tion (1957).) 


In the definition of “partnership,” 
the statute excludes corporations and, 
therefore, excludes associations which 
How- 
ever, under the local laws of practi- 
cally all states, a “partnership” is 
defined as an two or 
more persons to carry on a business 
for profit.” * With respect to the effect 
of local laws on the subject of classi- 
fication for federal taxation, the old 
regulations under the 1939 Code pro- 
vided that local law was of no impor- 
tance in connection with the standards 
and classifications under the Internal 
Revenue Code. Despite this, the 


are taxable as corporations. 


“association of 


courts had held that local law was 
not to be entirely ignored as to the 
form of business and the creation of 
legal interests, although the federal 
revenue acts governed whether those 
interests so created were taxable.® 
The new proposed regulations now 
appear to take a diametrically opposite 
position from that of the old regula- 
tions as to the importance of local law.° 

The reference to local law appears 
in several places throughout the new 
proposed regulations and this is an 
important and significant departure 
from the old regulations, which had 


stated that local law was not con- 
trolling. 
Increasing the Indicia 
of Association 
Another significant change from 


the old regulations is an increase in 





*Code Sec. 7701(a)(1). 
*The Uniform Partnership Act defines a 
partnership as “an 


association of two or 


more persons to carry On as co-owners a 
business for profit.” (Sec. 6(1).) 

> Morgan 7 Commisstoner, 40-1 USTC 
{ 9210, 309 U. S. 78; Western Construction 
Company, 14 TC 453 (1950), aff'd, 51-2 
USTC 9§ 9448, 191 F. 2d 401 (CA-9), 

, Proposed Reg Sec 301.7701-1: “(b) 


Standards. The Internal Revenue Code pre- 


scribes certain categories, or classes, into 
which various organizations fall for pur- 
poses of taxation. These categories, or 
classes, include associations (which are tax- 


able as corporations), partnerships, and trusts. 
standards, which are to be 
applied in de the classification in 
which an organiza (whether it 
a partnership, a trust, or 
determined under 
the Internal Revenue Code. Sections 301.7701-2 
301.7701-4 set forth 
are to be applied in deter- 


lhe tests, or 

letermining 
tion belongs 
is an association, 


other taxable entity) are 


throug! these tests, or 
standards, wl ich 
mining whether an organization is (1) an 
association (see § 301.7701-2), (2) a partner 
ship (see §301.7701-3), or a_ trust 
§ 301.7701-4) 

“(c) Effect of local law. As 
paragraph (b) of this 
rganizations ar¢ 


(see 


indicated in 
section, the classes 
to be placed 

determined 


Thus, a 


into which 


for purposes taxation are 


under the Internal Revenue Code 


‘rganization might be classified 


the law of one State and 


particular 


as a trust under 
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a corporation under the law of another 
State. However, for purposes of the Inter- 
nal Revenue Code, this organization would 
be uniformly classed as a trust, an associa- 
tion (and, therefore, taxable as a corpora- 
tion), or some other entity, depending upon 
its nature under the classification standards 
of the Internal Revenue Code. Similarly, 
the term ‘partnership’ is not limited to the 
common law meaning of partnership, but 
is broader in its scope and includes groups 
not commonly called partnerships. See 
See §1.761-1 of the Income Tax regulations 

and § 301.7701-3. The term ‘corpora- 
tion’ is not limited to the artificial entity 
usually known as a corporation but includes 
also an classed as an 
association because of its nature or its 
activities, a joint-stock company, and an 
insurance company. Although it is the In- 


association, a trust 


ternal Revenue Code rather than local law 
which establishes the tests or standards 
which will be applied in determining the 
classification in which an organization be- 
longs, local law governs in determining 


whether the legal relationships which have 
been established in the formation of an 
organization are such that the standards 
are met. Thus, it is local law which must 
be applied in determining such matters as 
the legal relationships of the members of 
the organization among themselves 
with the public at large, and the 
of the members of 


and 
interests 
the organization in its 


assets.” 
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the number of characteristics or in- 
dicia used in the test of determining 
when an association taxable as a cor- 
poration does exist. Under the old 
regulations, the essential criteria for 
finding an association taxable as a 
corporation seemed to be concentrated 
on the concept of continuity and cen- 
tralized management.’ 


The landmark case of Morrissey et 


* Regs. 118, Sec. 39.3797-2 provided: “The 
term ‘association’ is not used in the Internal 
Revenue Code in any narrow or technical 
sense. It includes any organization, created 
for the transaction of designated affairs, or 
the attainment of some object, which, like 
a corporation, continues notwithstanding that 
its members or participants change, and the 
affairs of which, like corporate affairs, are 
conducted by a single individual, a com- 
mittee, a board, or some other group, act- 
ing in a Yrepresentative capacity.” (Italics 
supplied.) 

Regs. 118, § 39.3797-4 provided: “If an 
organization is not interrupted by the death 
of a member or by a change in ownership 
of a participating interest during the agreed 
period of its existence, and its management 
is centralized in one or more persons in 
their representative capacities, such an or- 
ganization is an association, taxable as a 
corporation.” 

* 206 U. S. 344 (1935). 

® “8 301.7701-2. 
teristics of corporations 
refers to an 


Associations —(a) Charac- 
(1) The term ‘asso- 
ciation’ organization whose 
characteristics require it to be classified for 
purposes of taxation as a corporation rather 
than as another type of organization such 
as a partnership or a trust. There are a 
number of major characteristics found in 
a pure corporation which, taken together, 
other organizations. 
(ii) an objective 
divide the gains 


it from 
(i) Associates, 
to carry on business and 
therefrom, (iii) continuity of life, (iv) cen- 
tralization of management, (v) liability for 
corporate debts limited to corporate prop- 
erty, and (vi) free transferability of inter- 
Whether a particular organization is 
must be 


distinguish 
These are: 


ests. 
to be classified as an 
determined by taking into account the pres- 
ence or absence of each of these corporate 
characteristics. The presence or absence of 
these characteristics will depend upon the 
facts in each individual addition 
to the major characteristics set forth in this 
subparagraph, other factors may be found in 


association 


case. In 


Associations 


al. v. Commissioner ® enumerated six 
separate important characteristics of 
associations taxable as corporations, 
all of which indicia are now incorpo- 
rated in the proposed regulations.® 
this list of 
characteristics, the Treasury states 


Immediately following 
its position as to which character- 
istics it will consider in any given 
situation.’° 





significant in 
organization as an 
tion, a partnership or a trust. An organiza- 
tion will be treated as an association if the 
corporate characteristics are such that the 
organization more nearly resembles a cor- 
poration than a partnership or trust.” See 
Morrissey et al. v. Commissioner (1935) 36-1 
USTC ¥ 9020, 296 U. S. 344. 

*“(2) Since associates and an objective 
to carry on business and divide the gains 
therefrom are essential characteristics of all 
business organizations (other than the so- 
called corporation and the 
proprietorship), the either of 
these essential characteristics is sufficient to 
cause an organization not to be classified as 
Some of the major charac- 
corporation are 
corporations, and 
common to partnerships and corporations. 
common to trusts and cor- 
porations are not material in attempting to 
distinguish between a trust and an associa- 
tion, and characteristics common to partner- 
ships and corporations are not material in 
attempting to distinguish between an 


which may be 


classifying an 


some cases 


associa- 


one-man sole 


absence of 


an association. 
teristics of a common to 
trusts and others are 


Characteristics 


asso- 


ciation and a partnership. For example, 
since centralization of management, con- 
tinuity of life, free transferability of inter- 
ests, and limited liability are generally 


common to trusts and corporations, the 
determination of whether a trust which has 
such characteristics is to be treated for tax 
purposes as a trust or as an association 


whether 


depends on there are associates 
and an objective to carry on business and 
divide the gains therefrom. On the other 


hand, since associates and an objective to 
and divide the 
mmon to both corporations 
the determination of whether 


carry on business gains 


therefrom are c 
and partnerships, 
character- 


an organization which has such 


istics is to be treated for tax purposes as 


a partnership or as an association depends 


on whether there exists centralization of 
management, continuity of life, free trans- 
ferability of interests, and limited liability.” 
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A partnership is said inherentiy to 
have two characteristics common to 
and all partnerships, 
namely, (1) associates and (2) objec- 


corp rations 


tive to carry on business and divide 
profits. 


The remaining corporate character- 
indicia of associations are 
(1) continuity of life, (2) centraliza- 
tion of management, (3) transferability 
of interests and (4) limited liability. 


istics as 


Partnership v. Association 
Continuity of Life 


It will be seen that it may be dif- 
ficult in a given partnership situation 
to determine whether there exist any 
of the char- 
acteristics. The complex nature of 
these indicia is illustrated when one 
attempts to interpret the meaning of 
“continuity of life.” 


above-stated corporate 


Lider the law of most states, a 
partnership is terminated by the death, 
retirement or expulsion of a partner 
or the sale or transfer of a partner- 
ship interest or the inability of the 
partners to agree as to the conduct 
of the business or merely at the will 
of any partner at any time." The 
new proposed regulations attempt to 
reconcile the nature of the partner- 
ship under local law as affecting 
its classification for taxation. Other 
ways by which a partnership may be 
terminated include bankruptcy, in- 
sanity, or court intervention. Despite 
contractual stipulation in the partner- 
ship ageement, the partnership re- 
lation may be dissolved at the will 
of any partner at any time. The 
new proposed regulations attempt to 
reconcile the nature of the partner- 
ship under local law as affecting its 
classification for taxation.’ 





“Uniform Partnership Act, Sec. 31, pro- 
vides: “Dissolution is caused In con- 
travention of the between the 
partners, circumstances do not 
permit a dissolution under any other pro- 
visions of this the express will 
of any partner at any time.’ 

*“(bh) Continuity of life. (1) An organiza- 
tion has continuity of life if the death, in- 
sanity, bankruptcy, retirement, resignation, 
or expulsion of any member will not cause 
a dissolution of the organization. On the 
other hand, if the death, insanity, bank- 
ruptcy, retirement, resignation, or expulsion 
of any member will cause a dissolution of 
the organization, continuity of life does not 
exist. 

“(2) For purposes of 
dissolution of an 


agreement 
where the 


section, by 


this paragraph, 
organization means an 
alteration of the identity of an organization 
by reason of a change in the relationship 
between its members. For example, since 
the resignation of a partner from a general 
partnership destroys the mutual agency 
which exists between such partner aad his 
copartners and thereby alters the personal 
relation between the partners which con- 
stitutes the identity of the partnership it- 
self, the resignation of a partner dissolves 
the partnership. A corporation, however, 
has a continuing identity which is detached 
from the relationship between its stock- 
holders. The death, insanity or bankruptcy 
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of a shareholder or the sale of a share- 
holder’s interest has no effect upon the 
identity of the corporation and, therefore, 
does not work a dissolution of the organi- 
zation. An agreement by which an organi- 
zation is established may provide that the 
business will be continued by the remaining 
members if one member withdraws, but 
such agreement does not establish continuity 
of life if under local law the withdrawal of 
a member causes a dissolution of the or- 
ganization. Thus, there may be a dissolu- 
tion of the organization and no continuity 
of life although the business is continued by 
the remaining members. 

“(3) An agreement establishing an organ- 
ization may provide that the organization is 
to continue for a stated period or until the 
completion of a stated undertaking or such 
agreement may provide for the termination 
of the organization at will or otherwise. In 
determining whether any member has the 
power of dissolution, it will be necessary to 
examine the agreement and to ascertain the 
effect of such agreement under local law. 
For example, if the agreement expressly 
provides that the organization can be ter- 
minated by the will of any member, it is 
clear that the organization lacks continuity 
of life. However, if the agreement provides 
that the organization is to continue for a 
stated period or until the completion of a 
stated transaction, the organization has con- 
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In the now celebrated case of Kint- 
ner v. U. S.,° where a group of phy- 
sicians established their clinic as an 
association taxable as a corporation 
and deducted contributions to a pen- 
sion plan, the doctors provided in their 
articles of association that not death, 
insanity, bankruptcy, retirement, resig- 
nation nor expulsion of a member 
shall the dissolution of the 
organization. Affirming the district 
court, the United States Court of Ap- 
peals for the Ninth Circuit upheld 
the doctors’ contentions that the or- 
ganization sufficiently resembled a 
corporation so as to consider the 
doctors as employees for purposes of 
participation in its exempt employees’ 
pension plan. 


cause 


A question arises as to whether the 
new proposed regulations are at vari- 
ance with the Aintner case in stressing 
the importance of local law as grant- 
ing power to a partner to dissolve 
the organization at any time. Under 
such view, local law would make it 
difficult in almost all states to qualify 
a doctors’ association, since such un- 
incorporated organization is unques- 
tionably a partnership under the laws 
of the various states..* Yet there is 
Example No. 1 in the proposed regu- 
lations, which sets up facts and the 
essential indicia and provisions for a 
to qualify for 
federal tax purposes as an association 


doctors’ association 
taxable as a corporation. The example 
states that the doctors’ organization 
has continuity of life in that not death, 
insanity, bankruptcy, retirement, resig- 


nation nor expulsion of a member 
shall cause the dissolution of the or- 
ganization. The proposed regulations, 
however, also provide: 


“An agreement by which an organi- 
zation is established may provide that 
the business will be continued by the 
remaining members, if one member 
withdraws, but such agreement does 
not establish continuity of life if, un- 
der local law, the withdrawal of the 
member causes dissolution of the or- 
ganization. Thus, there may be a 
dissolution of the organization and no 
continuity of life, although the busi- 
ness is continued by the remaining 
members.” 


This guarded language evidences 
the comprehensive study and careful 
thought that preceded the publication 
of the proposed regulations; however, 
it also appears to elevate form over 
substance. 


It would seem that the continued 
uninterrupted conduct of the business 
by an organization despite death, 
withdrawal or retirement of its mem- 
bers could be interpreted as possess- 
ing that characteristic of continuity 
resembling a corporation; this inter- 
pretation could still be possible even 
if local law decreed that a dissolution 
occurred upon the withdrawal of a 
member. The actual course of prac- 
tice and conduct of a partnership 
would seem to better indicate the 
continuity of life of an organization 
than its partnership agreement and 
provisions of local law, and such 
agreement and its legal effect should 





(Footnote 12 continued) 

tinuity of life if the effect of the agreement 
is that no member has the power to dissolve 
the organization in contravention of the 
agreement. Nevertheless, if, notwithstand- 
ing such agreement, any member has the 
power under local law to dissolve the or- 
ganization, the organization lacks continuity 
of life.” 


352-2 USTC 9§ 9563, 107 F. Supp. 976, 
aff'd, 54-2 USTC 9626, 216 F. 2d 418 
Associations 


(CA-9, 1954); Galt v. U. S., 59-2 USTC 
{ 9602, 175 F. Supp. 360 (DC Tex.). 
“Except the states of Connecticut and 
Oklahoma, which permit a corporation to 
practice medicine. The attorneys general of 
the states of Arizona and California have 
issued opinions to the effect that the state 
board of medical examiners may issue li- 
censes to medical groups without inquiring 
as to whether or not that group was an 
association for federal tax purposes. 
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be related to those facts for federal 
classification purposes. (The inten- 
tion of the parties is an important 
factor. See Mertens’ Law of Federal 
Income Taxation (1956 Ed.), Vol. 7, 
Sec. 38A.30, at pp. 42-43.) It is the 
Internal Revenue Code and not the 
local law which establishes the stand- 
tests for classification of an 
The proposed regula- 


ards or 
organization. 
unfortunately, 
serious doubt on the importance of 
investigating the factual history of 
its substance.”® If 
the announced 
Treasury submitted that 
it conflicts with the philosophy and 
criteria of the Supreme Court when 
it decided the Morrissey case and the 


tions, seem to cast 


the organization 
this is to 
view, it 1s 


become 


other association cases decided on the 
same day *® and the views and hold- 
ings of all subsequent cases involving 
It is believed that in none 
cases where the 
issue did the courts 
whether the partnership act or other 
statutory provision of the 
prevents the character 
Although some 


this issue. 
of the 


arose 


association 
consider 


similar 
State per se 
istic of continuity. 
courts would not go so far as to say 
that local be entirely 


ignored,’* it was uniformly held that 


law was to 
local law would not control or govern 
the tests or standards of classification 
of such organizations for tax purposes. 

It may be that the Treasury is re- 
ceding from its prior concepts which 


have been accepted by all courts faced 
with this question, in order to avoid 
the result of the Kintner case, with 
the result that under the law of most 
states a technical dissolution would 
occur as a matter of law in a Kintner- 
type association upon the death,"* 
withdrawal or retirement of a mem- 
ber so that the characteristic of con- 
tinuity of life would be absent. The 
government strenuously argued in the 
Kintner case that the doctors were 
prohibited from incorporating under 
their local laws and, therefore, were 
not taxable as an association resembling 
a corporation. Since practically the 
entire weight of the judicial authority 
was to the contrary, the government’s 
appeal was unsuccessful. 

It is submitted that the Treasury 
has now adopted a very confpsing 
position in its regulations as to the 
Kintner-type association. Although 
two examples are included concern- 
ing doctors’ associations and one ex- 
ample deals with a lawyers’ association, 
the examples make no reference to 
the effect of local law on the agree- 
These examples 
group 
would seem to indicate tacit acceptance 
and aproval by the Treasury of the 
results in the Aintner case, and tax- 
payers may be deceived into a trap on 
this The same _ regulations 
adopt a contradictory and inconsist- 
ent position in stating that local law 


ment of association. 


of professional associations 


score, 





*»“Although it is the Internal Revenue 


local law which estab- 
standards which will be 
classification in 
organization local law 
governs in determining the 
relationships which have been established in 
the formation of an organization such 
that the standards met. Thus, it is 
local law must be applied in deter- 
such matters as the legal relation- 
ships of the members of the organization 
among themselves and with the public at 
large, and the interests of the members of 
the organization in its (Proposed 
Reg. Sec. 301.7701-1.) 


rather than 
the 


applied in determining the 


( ode 
lishes tests or 
which an belongs 
whether legal 
are 
are 
which 
mining 


” 
assets, 
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" Helvering v. Combs, 36-1 USTC ¥ 9023, 
296 U. S. 365; Swanson v. Commissioner, 
36-1 USTC § 9021, 296 U. S. 362; Helvering 
v. Coleman-Gilbert Associates, 36-1 USTC 
{ 9022, 296 U. S. 369. 

* See footnote 5. 

* Provisions in a partnership agreement 
for continuation of the partnership after the 
death of a partner should be read so as to 
give rise to the formation of a new partner- 
ship. See Barrett, Partners and Partnerships 
—Law and Taxation (1956), Vol. 2, pp. 
21-22: 

“In current day partnership agreements, 
it is not uncommon to find provisions to 
the effect that the death of a partner shall 
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controls and governs the corporate 
indicia established as standards of 
classification. It becomes apparent 
that the Treasury may be seeking to 
shift the problem presented by the 
Kintner case to the various state 
legislatures and in this position the 
Treasury is not acting in accordance 
with the prior case law which has 
held that tax classification is a matter 
of federal law. 

The concept of an association tax- 
able as a corporation is a creature 
of the federal tax laws and there 
is a long line of precedent to the effect 
that a transaction viewed in one light 
under a local law may have different 
tax consequences under the federal 
revenue laws. 

The proposed regulations in this 
area of Kintner associations might do 
well to reaffirm the established doc- 
trine of substance v. form so that the 
actual practice and course of conduct 
of an organization which claims to be 
an association taxable as a corpora- 
tion would be investigated. On the 
other side of the coin, a partnership, 
under state law, which acquires the 
characteristics set forth as indicia of 
associations (by its course of busi- 


ness practices and conduct among its 
members) may be taxable as a corpo- 
ration. Reaffirming the importance 


of the substance of the organization 
would be consistent with existing statu- 
tory provisions and judicial precedent.*® 


It is highly improper to deal at a 
local level through the state legis- 
latures with a problem which is es- 
sentially a child of the federal tax 
laws. If legislation on taxation of 
professional associations and pension 
and profit-sharing plans is required, it 
should be at the federal level where 
uniform and consistent application 
may be obtained rather than state-by- 
state procedure. If the announced 
Treasury position in the proposed 
regulations is going’ to give rise to 
conflicting and contradictory results 
throughout the various states, it 
would seem that a step backward has 
been taken. So, too, if it is quite 
clear that a professional association 
can no longer qualify as a corporation 
for federal tax purposes because of 
the various state laws, the regulations 

by including three examples appear- 
ing to leave room for recognition of 
such professional associations—are a 
deception to taxpayers. 





(Footnote 18 continued) 

not result in a dissolution of the partner- 
ship of which the deceased partner was a 
member. Such provisions have sometimes 
been said to prevent the dissolution of the 
partnership by the death of a partner. It 
is submitted that it would be more accurate 
to say that the presence of such provisions 
does, in fact, operate as a dissolution but 
without winding up and termination of the 
partnership. If the partnership be continued, 
it would be a mew partnership. Provisions 
of this nature have come before the courts 
with increasing frequency. A partner 
may provide in his will for the continuation 
of the partnership after his death. Here 
again, the better view is to the effect that 
there has been a dissolution of the former 
partnership by virtue of the death of a 
partner. If the partnership be continued 
to include the heirs or personal representa- 
tive of the deceased partner, there is at law 
a new partnership.” 


Associations 


* Code Sec. 708, Subchapter K, provides 
as follows: 

“$ 708. 
General 


Continuation of Partnership—(a) 
Rule— 


“For purposes of this subchapter, an 
existing partnership shall be considered as 


continuing if it is not terminated. 
“(b) Termination—(1) General Rule— 


“For purposes of subsection (a) a part- 


nership shall be considered as terminated 


only if— 

“(A) No part of any business, final oper- 
ation, or venture of the partnership con- 
tinues to be carried on by any of its partners 
in a partnership, or 

“(B) Within a 12-month period there is 
a sale or exchange of 50 percent or more 
of the total interest in partnership capital 
and profits.” 
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Centralization of Management 


It might seem that this indicium of 
centralized management would be 
easy to determine in a partnership 
situation; however, this happy result 
is dispelled upon careful study of the 
proposed regulations in relation to a 
hypothetical case. Assuming that 
provisions have been made in a part- 
nership agreement for control by a 
person or group of persons fewer in 
number than all the members, such 
provisions may not constitute central- 
ized management for the following 
reasons : 

(1) The management authority may 
not be irrevocably vested. The re- 
maining partners may retain the con- 
trol or veto power. The grant of 
authority may have been conditioned 
on continuing approval of the remain- 
ing partners so that they possessed 
and retained the residuum of power.”° 


(2) The manager of a partnership 
may not have such powers in a repre- 
sentative capacity. He may be strictly 


accountable to the remaining part- 


* George Brothers & Company v. Commis- 
stoner, CCH Dec. 10,994, 41 BTA 287; 
J. A. Riggs Tractor Company v. Commis- 
stoner, CCH Dec. 15,120, 6 TC 889. 

* The Uniform Partnership Act, Sec. 38(2), 
provides that a dissolution may be wrong- 
fully caused, and yet the business of the 
partnership may be continued by the part- 
ners who have not caused the dissolution: 

“Sec. 38. (2) When dissolution is caused 
in contravention of the partnership agree- 
ment the rights of the partners shall be as 
follows: 

“(a) Each partner who has not 
dissolution wrongfully shall have, 

“T. All the rights specified in paragraph 
(1) of this section, and 

“II. The right, as against each partner 
who has caused the dissolution wrongfully, 
to damages for breach of the agreement. 

“(b) The partners who have not caused 
the dissolution wrongfully, if they all desire 
to continue the business in the same name, 
either by themselves or jointly with others, 
may do so, during the agreed term for the 
partnership and for that purpose may possess 
the partnership property, provided they secure 
the payment by bond approved by the 
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ners. He may have only administra- 
tive or ministerial duties. 


(3) A partner has the right under 
local law to potentially cancel the 
partnership agreement at any time at 
his will and render any and all pro- 
visions for centralized management 
null and void. In so doing, the part- 
ner may be acting in contravention of 
the partnership agreement and be 
liable for damages to the other part- 
ners; however, the partnership does 
dissolve.”? 


The old regulations had little or 
nothing to say on these problems, 
although a few cases touched on 
them.” The new proposed regula- 
tions treat the subject more fully.” 


The effect of local law’s giving the 
partner the right to terminate a part- 
nership and provisions for its control 
and management is adopted by the 
proposed regulations. Any agreement 
for such concentration of management 
under local law would be ineffective 
against an outsider who had no notice 
of it. Yet partners may agree to con- 


court, or pay to any partner who has caused 
the dissolution wrongfully, the value of his 
interest in the partnership at the dissolution, 
less any damages recoverable under clause 

2a II] of this section, and in like 
manner indemnify him against all present 
or future partnership liabilities.” 

2 Gerstle v. Commissioner, 38-1 USTC 
79225, 95 F. 2d 587 (CA-9); Bloomfield 
Ranch v. Commissioner, 48-1 USTC J 9251, 
167 F. 2d 586 (CA-9); Guaranty Employees 
Association v. U. S., 57-1 USTC J 9336, 241 
F. 2d 565 (CA-5). 

“(c) Centralization of management. (1) 
An organization has centralized manage- 
ment if any person (or any group of per- 
sons which does not include all the members) 
has continuing exclusive authority to make 
the management decisions necessary to the 
conduct of the business for which the or- 
ganization was formed. Thus, the persons 
who are vested with such management 
authority resemble in powers and functions 
the directors of a statutory corporation. 
The effective operation of a business organi- 
zation composed of many members gener- 
ally depends upon the centralization in the 
hands of a few of exclusive authority to 
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centrate their powers of management 
in a few persons and centralized man- 
agement may be achieved for the part- 
nership, if we look to the actual practice 
and course of operation of the part- 
nership and determine that such 
centralized management became a 
factual reality under the terms of the 
partnership contract although no 
notice of such centralization was given 
to outsiders. 


Transferability of Interests 

This material characteristic is not 
necessarily new with the proposed 
regulations, as it did appear in a some- 
what combined form with the char- 
acteristic of continuity under the old 
regulations. The old regulations 
considered only “an _ organization 
not interrupted by the death of a 


member or by a change in ownership 
of a participating interest during the 
agreed period of existence. . 


” 


The new proposed regulations, how- 
ever, consider in far greater detail this 
corporate characteristic.2* The power 
to transfer an interest in an organiza- 
tion resembling a corporation so as to 
be taxable as a corporation must be 
a power to substitute a person who 
can acquire the transferor’s share in 
the profits together with his rights to 
participate in management. Again, 
in this area, the proposed regulations 
take cognizance of local law. If local 
law would decree a dissolution upon 
transfer of a member’s interest, it 
could not be said that there is a power 
of substitution and transferability of 
interest. Also under local law, al- 
though an assignment of a partner- 








(Footnote 23 continued) 

make management decisions for the organi- 
zation, and therefore, centralized manage- 
ment is more likely to be found in such an 
organization than in a smaller organization. 

“(2) The persons who have such author- 
ity may, or may not, be members of the 
organization and may hold office as a result 
of a selection by the members from time to 
time, or may be self-perpetuating in office. 
See Morrissey et al. v. Commissioner [36-1 
USTC 9020] (1935) 296 U. S. 344. Cen- 
tralized management can be accomplished 
by election to office, by proxy appointment, 
or by any other means which has the effect 
of concentrating in a management group 
continuing exclusive authority to make man- 
agement decisions. 

“(3) Centralized management means a 
concentration of continuing exclusive au- 
thority to make independent business deci- 
sions on behalf of the organization which 
do not require ratification by members of 
such organization. Thus, there is not cen- 
tralized management when the centralized 
authority is merely to perform ministerial 
acts as an agent at the direction of a 
principal. 

“(4) There is no centralization of con- 
tinuing exclusive authority to make manage- 
ment decisions, unless the managers have 
sole authority to make such decisions. For 
example, in the case of a corporation or 
a trust, the concentration of management 
powers in a board of directors or trustees 
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effectively prevents a stockholder or a trust 
beneficiary, simply because he is a stock- 
holder or beneficiary, from binding the 
corporation or the trust by his acts. Like- 
wise, the very nature of a limited partner- 
ship achieves effective concentration of 
management powers, and therefore central- 
ized management, inasmuch as it is only 
the general partner or partners who can 
bind the partnership by their acts. How- 
ever, because of the mutual agency relation- 
ship between members of a general part- 
nership, a general partnership cannot achieve 
effective concentration of management powers 
and, therefore, centralized management. 
Usually, the act of any partner within the 
scope of the partnership business binds all 
the partners; and even if the partners agree 
among themselves that the powers of man- 
agement shall be exclusively in a selected 
few, this agreement will be ineffective as 
against an outsider who had no notice of it.” 

*“(e) Transferability of Interests. (1) An 
organization has the corporate characteristic 
of transferability of interests if each of its 
members or those members owning sub- 
stantially all of the interests in the organi- 
zation have the power, without the consent 
of other members, to substitute for them- 
selves in the organization a person who 
is not a member of the organization. In 
order for this power of substitution to exist 
in the corporate sense, the member must be 


(Footnote 24 continued on p. 196) 
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ship interest will not dissolve the 
partnership, it gives the assignee a 
right to share in the profits only to 
the extent of his interest without any 
right to interfere in the management 
or administration of the partnership 
business or affairs.2° To the extent 
that local law would give this effect 
to the partnership agreement, there is 
no transferability characteristic present. 

It is pertinent, at this point, to ask 
whether any partnership character- 
ized as such under local law can ever 
be held to be an association for pur- 
of taxation. Traditionally, a 
partnership creates a continuing mu- 
tual agency relation between the part- 
ners. The attempt of one partner to 
make an assignment of his interest 
in the partnership without the con- 
sent of the other partners results in 
dissolution, and the assignee would 
be an outsider to the partnership. 
However, if in the same partnership 
all of the parties agree at the time a 
admitted that the 
conditions of the 
partnership agreement and the busi- 


poses 


new member is 


same terms and 


ness of the partnership should con- 
tinue along the same lines as it has 
in the past, there is sense in saying 


(Footnote 24 continued) 

able, without the consent of other members, 
to confer upon his substitute all the at- 
tributes of his position in the organization. 
Thus, the characteristic of transferability 
of interests does not exist in a case in 
which each member can, without the con- 
sent of other members, assign only his 
right to share in profits but cannot so 
assign his rights to participate in the man- 
agement of the organization. Furthermore, 
although the agreement provides for the 
transfer of a member’s interest, there is 
no power of substitution and no transfer- 
ability of interest if under local law a trans- 
fer of a member’s interest results in the 
dissolution of the old organization and the 
formation of a new organization. 

“(2) If each member of an organization 
can transfer his interest to a person who is 
not a member of the organization only after 
having offered such interest to the other 
members at its fair market value, it will 
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that the partnership has that charac- 
teristic of continuity and free trans- 
ferability of interest. Also, if the 
partnership agreement provided that 
the business and affairs of the part- 
nership would be managed by a ma- 
jority in number of the partners, any 
single partner has the power under 
local law, at any time, to dissent and 
cancel such provisions for centralized 
management. However, is not the fact 
that the partnership continues and 
operates in actual practice by the 
voice of the majority, without con- 
sultation or interference by any other 
partner, evidence of the existence of 
the corporate characteristic of cen- 
tralized management? A long, hard 
look at the actual practice in opera- 
tion and experience of the organization 
being examined as an association is 
requisite, and a validly constituted 
and legally organized partnership un- 
der local law may still be held to be 
an association taxable as a corpora- 
tion where the facts indicate that the 
indicia of corporate resemblance ex- 
ist in the partnership contract and in 
actual practice by the organization. 
The partnership agreement by itself 


is not conclusive on the question of 


be recognized that a modified form of 
transferability of interests exists. In deter- 
mining the classification of an organization, 
the presence of this modified corporate 
characteristic will be accorded less signifi- 
cance than if such characteristic were pres- 
ent in an unmodified form.” 

* Uniform Partnership Act Section 27(1) 
provides: 

“§ 27. (1) A conveyance by a partner of 
his interest in the partnership does not of 
itself dissolve the partnership, nor, as against 
the other partners in the absence of agree- 
ment, entitle the assignee, during the con- 
tinuance of the partnership to interfere in 
the management or administration of the 
partnership business or affairs, or to require 
any information or account of partnership 
transactions, or to inspect the partnership 
books; but it merely entitles the assignee to 
receive in accordance with his contract the 
profits to which the assigning partner would 
otherwise be entitled.” 
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existence of an association, although 
the terms of the agreement must con- 
tain the corporate indicia as con- 
ditions precedent for treating such 
partnership as an association taxable 
as a corporation. It is hoped that the 
final regulations will make clear— 
more so than presently—that the actual 
course of operation and dealings of an 
organization under its partnership 


agreement will be examined when it 
is to be classified as substantially 
resembling a corporation. 


Limited Liability 
and Limited Partnerships 

The examples following Section 
301.7701-3(b) on limited partnership 
illustrate that the characteristic of 
limited liability is different from the 
ordinary usage and meaning ascribed 
to that term. The proposed regula- 
tions apparently adopt the view of 
Glensder Textile Company *® when they 
state that limited liability means the 
ability of the general partners in a 
limited partnership to satisfy claims 
of creditors when the assets of the 
limited partnership have been 
hausted.*? 


exX- 


A limited partnership under local 
law does not automatically possess 
the characteristic of limited liability 
for association classification. If the 
general partner in a limited partner- 
ship has substantial assets to satisfy 
obligations of the organization, the 
organization will not be said to have 
limited liability. Whether a limited 
partnership under state law is other- 
wise to be classified as an association 
or as an ordinary partnership under 
the Internal Revenue Code will de- 
pend upon the applications of the 
principles and indicia of corporate 
resemblance already discussed. 


Trusts v. Associations 


The “business trust” offering cor- 
porate advantages without incorpo- 
rating has always been subject to 
taxation as an association taxable as 
a corporation. As opposed to the 
“business trust” there is the “ordinary 
trust” or “investment trust,” which is 
utilized primarily for investment pur- 
these latter trusts have been 
held not to possess sufficient corporate 
characteristics as to be taxable as 
corporations.** Chief Justice Hughes 
stated in Morrissey, cited above: 


poses ; 





*CCH Dec. 12,249, 46 BTA 176 (1942). 

*(d) Limited liability. (1) An organi- 
zation has the corporate characteristic of 
limited liability if there is no member who 
is personally liable for the debts of or the 
claims against the organization. Personal 
liability means that a creditor of an organi- 
zation may seek personal satisfaction from 
a member of the organization to the extent 
that the assets of such organization are 
insufficient to satisfy the creditor’s claim. 

“(2) For purposes of this paragraph, per- 
sonal liability does not exist when the only 
members who are personally liable for the 
debts of the organization have no substan- 
tial assets which could be reached by a 
creditor of the organization. A member 
may contribute his services, but no capital, 
to the organization, but if such member is 
personally liable for the debts of the or- 
ganization and has substantial assets, there 
exists personal liability. Furthermore, if the 
organization is engaged in financial trans- 
actions which involve large sums of money, 


Associations 


and if the members who are personally 
liable have substantial assets, there exists 
personal liability although the assets of 
such members would be insufficient to 
satisfy any substantial portion of the obli- 
gations of the organization. However, per- 
sonal liability does not exist when the 
members who are personally liable have 
risked no substantial assets.” 

* 4. A. Lewis & Company v. Commissioner, 
37-1 USTC 9300, 301 U. S. 385; Pierom 
Building Trust v. Commissioner, CCH Dec. 
12,080, 45 BTA 157 (1941) ; Wyman Building 
Trust (#1) v. Commissioner, CCH Dec. 
12,079, 45 BTA 155 (1941); Hugh MacRae 
Land Trust v. Commissioner, CCH Dec. 
13,116, 1 TC 899 (1943); Cleveland Trust 
Company v. Commissioner, 40-2 USTC { 9767, 
115 F. 2d 481, cert. den., 312 U. S. 704; 
Gibbs-Preyer Trusts Nos. 1 and 2, 41-1 USTC 
7 9251, 117 F. 2d 619 (CA-6) ; Myers v. Com- 
missioner, 37-1 USTC 9187, 89 F. 2d 86 
(CA-7). 
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“In what are called ‘business trusts’ 
the obiect is not to hold and conserve 
particular property, with incidental 
powers, as in the traditional type of 
trusts, but to provide a medium for 
the conduct of business and sharing 
its gains.” 

He also stated: 

“ Association’ implies associates. It 
implies the entering into a joint enter- 
prise for the transaction of 
business. where those who be- 
come beneficially interested, either by 
joining in the plan at the outset, or by 
later participation according to the 
terms of the arrangement, seek to share 
the advantages of a union of their 
interests in the common enterprise.” 

The new proposed regulations, as 
did earlier ones, adopt this distinction 





* “§ 301.7701-4. Trusts. —(a) Ordinary 
trusts. In general, the term ‘trust’ as used 
in the Internal Revenue Code refers to an 
arrangement created either by a will or by 
an inter vivos declaration whereby trustees 
take title to property for the purpose of 
protecting or conserving it for the benefi- 
ciaries under the ordinary rules applied in 
chancery or probate courts. Usually the 
beneficiaries of such a trust do no more than 
accept the benefits thereof and are not the 
voluntary planners or creators of the trust 
arrangement. However, the beneficiaries of 
such a trust may be the persons who create 
it and it will be recognized as a trust under 
the Internal Revenue Code if it was created 
for the purpose of protecting or conserving 
the trust property for beneficiaries who 
stand in the same relation to the trust as 
they would if the trust had been created 
by others for them. Generally speaking, an 
arrangement will be treated as a trust under 
the Internal Revenue Code if it can be 
shown that the purpose of the arrangement 
is to vest in trustees responsibility for the 
protection and conservation of property for 
beneficiaries who cannot share in the dis- 
charge of this responsibility and, therefore, 
are not associates in a joint enterprise for 
the conduct of business for profit. 

“(b) Business trusts. There are other ar- 
rangements which are known as _ trusts 
because the legal title to property is con- 
veyed to trustees for the benefit of benefi- 
ciaries, but which are not classified as trusts 
for purposes of the Internal Revenue Code 
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between “ordinary trusts” and “busi- 
ness trusts.” *® The essential indicium 
of a trust taxable as a corporation in 
the proposed regulations is the exist- 
ence of associates and an objective to 
carry on the business and divide the 
gains.*° 


The problem of classification be- 
tween “ordinary” and “business” trusts 
is often difficult. The “ordinary trust” 
very often vests very broad collateral 
powers in the trustee, incidental to its 
primary purpose of holding or con- 
serving the trust property. When 


these broad incidental collateral powers 
place the trust in the actual conduct 
of a business, it may be said that the 
primary purpose of the trust in hold- 
ing, conserving or investing property 


(Continued on page 255) 


because they are not simply arrangements 
to protect or conserve the property for the 
beneficiaries. These trusts, which are often 
known as business or commercial trusts, 
generally are created by the beneficiaries 
simply as a device to carry on a profit- 
making business which normally would 
have been carried on through business or- 
ganizations that are classified as corpora- 
tions or partnerships under the Internal 
Revenue Code. However, the fact that the 
corpus of the trust is not supplied by the 
beneficiaries is not sufficient reason in itself 
for classifying the arrangement as an ordi- 
nary trust rather than as an association or 
partnership. The fact that any organization 
is technically cast in the trust form, by 
conveying title to property to trustees for 
the benefit of persons designated as bene- 
ficiaries, will not change the real character 
of the organization if, applying the prin- 
ciples set forth in §§ 301.7701-2 and 301.7701-3, 
the organization more nearly resembles an 
association or a partnership than a trust.” 
(Italics supplied.) 


”It is stated in Sec. 301.7701-2(a) (2): 


“For example, since centralization of 
management, continuity of life, free trans- 
ferability of interests, and limited liability 
are generally common to trusts and corpo- 
rations, the determination of whether a 
trust which has such characteristics is to be 
treated for tax purposes as a trust or as an 
association depends on whether there are 
associates and an objective to carry on 
business and divide the gains therefrom.” 
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How Subchapter S Aids 


Small Business 
By HENRY T. SANDERS 


Probably the most exciting tax news of the last year 

was the tax option corporation, which gets life from Subchapter S. 

This article grows out of a talk given last year 

before the Tenth Annual Tennessee Tax Institute. Since the time of delivery 
and the time of publication, regulations were issued 

on this new section. This article is up-to-date with a 

discussion of those regulations. The author is a member 

of the tax department of Alexander Grant & Company. 


ng ITS ENACTMENT, Subchapter S* of Chapter 1 of the 
1954 Code has featured a race between questions and answers. 
It is doubtful which side has won. So many and so complex are the 
problems involved in this area that one of the most highly respected 
commentators in the tax field has recommended prospective repeal 
of Subchapter S.? 

This paper is addressed to a consideration, in the statutory order, 
of some of the problems which have been highlighted during the past 
18 months. However, the statute, as such, will not be analyzed, 
nor will the desirability of electing under Subchapter S be considered ; 
that is a determination dependent on many factors, some of which 
will be discussed. 

It will generally be conceded that the most significant develop- 
ments in this area during the past year and a half were the publication 
on March 12, 1959, by the Commissioner of Internal Revenue, of the 
proposed regulations under Subchapter S, and their final adoption on 
December 18, 1959. These regulations have brought into sharper focus 
some of the problems which will be discussed here. 


Definitional Section 


Section 1371 defines two basic terms: “small business corporation” 
and “electing small business corporation.” An electing small business 
corporation is a small business corporation which has an election in 
effect for the taxable year. A small business corporation, in turn, is 
a domestic corporation which is not a member of an affiliated group 
and which does not have (1) more than ten shareholders, (2) as a 
shareholder a person (other than an estate) who is not an individual, 
(3) a nonresident alien as a shareholder and (4) more than one class 
of stock, 


* Code Secs. 1371-1377. 
? Anthoine, “Federal Tax Legislation of 1958: Corporate Election and Col- 
lapsible Amendment,” 58 Columbia Law Review 1146, 1175 (1958). 
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The regulations indicate that the 
definition of the term “corporation” 
is determined by Section 7701 (a) (3).* 
Consequently, an association taxable 
as a corporation is subsumed under 
that term.* Although this seems to 
be the correct result, the interesting 
speculation is presented that the doc- 
tors in the Kintner case* (were they 
not otherwise disqualified) might elect ° 
Subchapter S. In that situation an 
association of doctors was held to 
be an association taxable as a corpo- 
ration even though the local law there 
involved, that of Montana, did not 
permit corporations to practice medi- 
cine. Thus, it is not necessary to have 
incorporated in order to elect under 
Subchapter S. Rather, the require- 
ment is that the entity under con- 
sideration be taxable as a corporation. 


A small business corporation may 
not be a member of an affiliated group. 
Presumably, this requirement was im- 
posed with a view to restricting the 
size of eligible corporations—that is, 
corporations possessing subsidiaries 
were not the objects of this legisla- 
tion. The committee reports do not 
elaborate on this. However, Section 
1504(b)(8) formerly excluded an elect- 
ing small business corporation from 
the term “includible corporation,” that 
is, those eligible to file consolidated 
returns, and from the term “affiliated 
group.” 
small business corporation to elect 


Thus, it was possible for a 


Subchapter S, to acquire a subsidiary 
thereafter, and not be disqualified. 
This was the position taken by the 
proposed regulations. In this way the 
the affiliated- 
group requirement could be avoided. 


presumed purpose of 


On September 23, 1959, the Presi- 
dent signed H. R. 477 into law as 
P. L. 86-376. Section 2(c) of this 
enactment deletes Section 1504(b) (8) 
from the Internal Revenue Code ef- 
fective as of September 24, 1959. Pre- 
sumably, although the change is not 
retroactive, any currently electing 
small business corporation having an 
80 per cent subsidiary, whose taxable 
year includes September 24, 1959, will 
have ceased to be a small business 
corporation during its taxable year 
and its election will have terminated.® 
Nevertheless, it is clear that a newly 
electing small business corporation 
may not acquire an 80 per cent sub- 
sidiary without suffering termination 
of its election. 


The ten-shareholder limitation for- 
merly produced some disparity of treat- 
ment with respect to community 
property and noncommunity property 
states. For example, if A, a married 
individual residing in a community 
property state, owned stock in a small 
business corporation, and his wife had 
a community interest in such stock, 
the small business corporation was 
deemed to have had two shareholders. 


On the other hand, if all the facts 
in the preceding example were un- 
changed except that A resided in a 
noncommunity property state, the 
small business corporation would be 
deemed to have only one shareholder. 
The result was a reduction of the 
ten-shareholder limitation to a five- 
shareholder limitation in community 
property states. Again, P. L. 86-376° 
enacted a change in this area. As the 
law now stands,’® stock owned in a 
small business corporation by hus- 
band and wife as community prop- 





* Reg. Sec. 1.1371-1(b) (1954). 


* Morrissey v. Commissioner, 36-1 
{ 9020, 296 U. S. 344 (1935). 

5U. S. v. Kintner, 54-2 ustc § 9626, 216 
F. 2d 418 (CA-9), 


USTC 
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®* Code Sec. 7701(a)(8), defining the term 
“shareholder” to include “a member in an 
association.” 

*86th Cong.. Ist Sess. (1959). 

®* Code Sec. 1372(e) (3). 

°H. R. 47, 86th Cong., Ist Sess. (1959). 

” Code Sec. 1371(c). 
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erty, joint tenants, tenants in common 
or tenants by the entirety is regarded 
as being owned by one shareholder. 
Thus, it is possible for 20 married 
people, all owning stock in their own 
right (for example, as tenants in com- 
mon), to qualify as ten shareholders.” 

The remaining issues in the defi- 
nitional area are met forthrightly in 
the regulations and most of the ques- 
tions are answered there, albeit irri- 
tably to some. 


Election Section 

Perhaps the most startling pro- 
nouncement in this area ' of the sub- 
chapter was contained in proposed 
Regulations Section 1.1372-1(a) (2),'* 
relating to complete or partial liqui- 
dations. Without question, most of 
the outrage heard at the hearings,” 
held on the proposed regulations, was 
evoked by the cited excerpt. Most 


frequently made were the charges of 
“no statutory authority” and 
tirely too subjective.” 


“ee 


en- 
30th of these 
statements are correct. Certainly, the 
statute does not contain any restric- 
tion respecting liquidations, and the 
terms “contemplates” and “near future” 
have never laid claim to objectivity. 
However, as the committee reports 
indicate, the purpose of Subchapter 
S was the encouragement or promo- 
tion of small businesses. Is it not 
truly amazing, then, that the legisla- 
tive intent should be so distorted that 
an enactment for the promotion of 
business should be utilized for its 
extinction? Whatever the merits of 
this controversy, the issue is moot. 


"For years beginning after 1959. 

® Code Sec. 1372 (1954). 

* Proposed Reg. Sec. 1.1372-1(a)(2): “A 
corporation is not eligible to make an elec- 
tion under Section 1372(a) if it is in the 
process of complete or partial liquidation, 
if it has adopted a plan of such liquidation, 
or if it contemplates such liquidation or the 
adoption of a plan of such liquidation in the 
near future.” 


Subchapter S 


for the time being at least, since the 
final regulations do not contain the 
excitative language. Accordingly, a 
small business corporation in the proc- 
ess of complete or partial liquidation 
or one contemplating such liquidation 
in the near future is eligible to elect 
under Subchapter S. 


At this point it may be profitable 
to consider some of the comparisons 
between Subchapter S and complete 
and partial liquidations as well as some 
of the ways in which Subchapter S 
may be utilized in connection with a 
liquidation. 


Complete liquidations.—Compared 
with a Section 377 liquidation, it would 
seem that Subchapter S would rarely 
be more advantageous. Under Sec- 
tion 337 a corporate sale of inventory 
may qualify for nonrecognition.*® This 
would not be true if that property 
were sold by an electing small busi- 
ness corporation. In that case, the 
corporate sale would produce ordinary 
income to the shareholders. The ad- 
vantage in using Subchapter S treat- 
ment *® would take place where the 
requirements of Section 337 cannot be 
met, that is, where the corporation 
has sold some of its assets prior to 
the adoption of the plan of complete 
liquidation or where it cannot make 
distribution within the 12-month pe- 
riod. Ideally, the two provisions could 
be used simultaneously ; *” that is, Sec- 
tion 337 could be used by an electing 
small business corporation where non- 
recognition on the sale of inventory 
was sought. 


* For some of the objections raised at the 
hearings on the proposed regulations, see 11 
Journal of Taxation 13 (1959). 

*™Code Sec. 337(b)(2)—that is, where 
substantially all of the inventory is sold to 
one person in one transaction. 

*Tt is assumed herein that Section 1231 
gains will pass through to the shareholders 
as capital gains. 

* Reg. Sec. 1.1372-4(b)(5)(ii)(a), indi- 
cating that Section 337 and Subchapter S 
may be used simultaneously. 
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A suggestion has been made that 
Subchapter S could be utilized in 
connection with an installment sale 
by a corporation with the adoption 
of a plan of liquidation deferred until 
full realization of the proceeds.** Un- 
der Section 337, the sale by the corpo- 
ration would not result in recognition 
to the corporation, but the share- 
holders would reatize the full amount 
of the installment obligation upon 
exchange of their stock. The sug- 
gested procedure contemplates an in- 
stallment sale by an electing small 
business corporation with no plan of 
liquidation adopted. Only the gain, 
as realized, is passed’on to shareholders. 
Upon complete realization of the pro- 
ceeds by the corporation, a plan of 
liquidation may be adopted by the 
corporation. In this manner, the share- 
holders will have enjoyed the benefit 
of the installment method whereas they 
would not have been able to do so 
under Section 337. 


A Section 333 liquidation, that is, 
a one-month liquidation, will gener- 
ally be available to an electing small 
business corporation, since it will 
have little or no earnings and profits 
from election years and provided it 
had no earnings and profits when it 
elected. Thus, the possibility of a 
substantially tax-free liquidation is 
available to an electing small business 
corporation.’® 


However, it should be observed that 
a small business corporation would 
not elect under Subchapter S merely 
to obtain the benefits of Section 333. 
It could have done that without electing. 


Partial liquidations. — The most 
widespread use of Subchapter S in 





* Katcher, “Liquidation Problems and Pit- 
falls,” Proceedings of New York University 
Seventeenth Annual Institute on Federal Taxa- 
tion (1959), pp. 827, 852. 

* Cash and securities acquired after De- 
cember 31, 1953, of course, will be subject 
to capital gains treatment. (Code Sec. 333 
(e)(2).) 
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the liquidation area is likely to occur 
in connection with partial liquidations. 
That term is rather narrowly defined 
in Section 346, and generally requires 
contraction of the corporate business ”° 
or compliance with Section 346(b), 
that is, the five-year rule. Moreover, 
a redemption of some part of the stock 
is required. 


However, the operation of Section 
1375(a), permitting the pass-through 
of capital gains, will avoid the neces- 
sity of a redemption in order to obtain 
capital gains in certain situations. Ac- 
cordingly, where a sale at the cor- 
porate level is contemplated, sole 
reliance on Subchapter S is indicated, 
that is, without a redemption. Thus, 
even if the Commissioner should re- 
vive the proscription of partial liqui- 
dations contained in the proposed 
regulations, he would be hard put to 
characterize such a transaction as a 
partial liquidation." 


On the other hand, if a distribution 
in kind is contemplated—that is, no 
sale at the corporate level— the elect- 
ing small business corporation should 
utilize Section 346. Assuming that 
the requirements of a partial liquida- 
tion are met, capital gains to the dis- 
tributee would be insured under Section 
331(a)(2). The Commissioner rec- 
ognizes the applicability of that sec- 
tion to an electing small business 
corporation.”” 


Consequently, the electing small 
business corporation contemplating a 
sale of its assets should rely on Sub- 
chapter S without a redemption of 
stock, while in a partial liquidation 
(with distribution in kind), it should 
rely on both Subchapter S and Section 


* Joseph W. Imler, CCH Dec. 16,691, 11 
TC 836 (1948). 

* Arthur Iron Mining Company v. Landy, 
39-1 ustc $9499, 103 F. 2d 164 (CA-8); 
Koppers Company v. Driscoll, 42-1  ustc 
7 9289, 125 F. 2d 1007 (CA-3). 

* Reg. Sec. 1.1372-1(c)(3). 
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346. In no case would it seem ad- 
visable to effect a sale at the corporate 
level coupled with a partial liquidation. 


Terminations 


Section 1372(e) describes five dif- 
ferent circumstances which give rise 
to termination. Briefly, these circum- 
stances are (1) failure of a new share- 
holder to timely consent, (2) revocation 
by consent of all of the shareholders, 
(3) ceasing to be a small business 
corporation, (4) more than 80 per 
cent of gross receipts from sources 
outside the United States and (5) 
more than 20 per cent of gross receipts 
as “personal holding company income” 
(specially defined). 


The principal difference in effect 
among these five methods of termina- 
tion rests between revocations and the 
four others. Revocations are effective 
only after the first taxable year for 
which the election is in effect. Fur- 
ther, a revocation must be made dur- 


ing the first month of the taxable year 
for which it is to be effective; other- 


wise the revocation is effective for 
the year succeeding that in which it 
is made. The four other types of 
termination are effective for the year 
in which the disqualification takes 
place. For example, if a new share- 
holder fails to consent, the termination 
is effective for the year such person 
became a shareholder in the electing 
small business corporation even though 
that may have been the first election 
year. The reason for this difference 
in effect is not disclosed in the com- 
mittee reports. It seems fair, however, 
to conclude that Congress intended 
to treat voluntary terminations in a 
restricted fashion as indicated by the 
revocation provision. Thus, if a small 
business corporation made an unwise 
election—as in anticipation of a loss 
year, when ‘in fact income was very 
heavy—and attempted to terminate 


* Rev. Rul. 56-271, 1956-1 CB 440. 
Subchapter S 


by a prorata issue of preferred stock, 
serving no purpose other than termi- 
nation of the election, it seems highly 
unlikely that such a maneuver would 
go unchallenged. Under the consoli- 
dated return regulations, one way of 
terminating the consolidation require- 
ment for subsequent years is through 
the acquisition of a subsidiary other 
than one created or organized by a 
member of the affiliated group. In 
Rev. Rul. 56-271,?* the position was 
taken, inferentially, that the acquisi- 
tion of a subsidiary, serving no busi- 
ness purpose and undertaken in order 
to file separate returns, would not be 
sufficient reason for terminating the 
consolidated return requirement. The 
analogy to Subchapter S terminations 
is clear, and indicates that the Com- 
missioner will balk at terminations 
which do not meet the revocation pro- 
vision and which serve no purpose 
other than to break the election. 


Conversely, it will be extremely diffi- 
cult for the Commissioner to set aside 
a bona fide sale of stock to a disquali- 
fying party on the ground that it is 
a sham. The very statement is a con- 
tradiction in terms. In short, it will 
test no one’s particular genius to ef- 
fect a termination, other than a revo- 
cation, should the election prove to 
be a mistake. 


A small business corporation de- 
riving more than 20 per cent of its 
gross receipts from the sale or ex- 
change of stock automatically termi- 
nates its election in the year in which 
that occurs. 


The question arises as to what con- 
stitutes gross receipts from the sale 
of stock. The statute indicates that 
gross receipts in this case are limited 
to the gain from such sale.** It fails, 
however, to indicate whether it is net 
gain or gross gain that is involved. 
Assume that a small business corpo- 


* Code Sec. 1372(e) (5). 
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ration sells stock of Corporation A 
for $2,000 in which it has a $1,000 
basis and also sells stock of Corpo- 
ration B for $2,000 in which it has a 
$3,000 basis. On Corporation A stock 
a gain of $1,000 is realized. On Cor- 
poration B stock a loss of $1,000 is 
realized. Are the gross receipts $1,000 
or zero? The regulations take the 
position that losses from sale of stock 
are disregarded.** Consequently, the 
regulations would answer our prob- 
lem: The gross receipts are $1,000. 
However, in dealing with the similar 
problem of “gain” for purposes of 
defining personal holding company 
income, the Code makes it explicit 
that “gains” means net gains.” Cer- 
tainly, an argument could be made 
for consistent treatment of the term 
“gain” within the Code. The com- 
mittee reports indicate that, for pur- 
poses of Section 1372(c)(4) and (5), 
only “the gain from such sales is 
taken into consideration,” which still 
leaves the problem unanswered. This 
may be an area of contention in the 
future. 


Undistributed Taxable Income 


Subchapter S adopts a pattern of 


taxation which exempts the small 
business corporation from Chapter 1 
taxes, i. e., the corporate normal tax 
and surtax ** as well as the accumu- 
lated earnings tax**® and _ personal 
holding company tax * which are all 
Chapter 1 taxes. Correspondingly, 
the shareholders are taxed on that 
amount of the undistributed taxable 
income of the small business corpo- 
ration which they would have re- 
ceived as a dividend had the small 
business corporation distributed pro 
rata to them an amount equal to the 
undistributed taxable income. Only 
those persons who are shareholders 


on the last day of the taxable year 
of the corporation are taxable with 
respect to undistributed taxable in- 
come. That term is defined * as 
taxable income (specially computed)* 
less money distributed from current 
earnings and profits. Ordinarily, tax- 
able income will be equal to current 
earnings and profits; however, two 
different situations appear possible: 
(1) where current earnings and profits 
are less than taxable income and (2) 
where current earnings and profits are 
greater than taxable income. The first 
of these two situations might occur 
where the corporation made expendi- 
tures which were not deductible in 
computing taxable income. The net 
effect would be that the shareholders 
would escape tax to the extent ‘that 
the taxable income of the corporation 
exceeded earnings and profits, since 
to that extent the distribution of tax- 
able income would not be received 
by them as a dividend—assuming, of 
course, that there are no cash distri- 
butions during the year nor any ac- 
cumulated earnings and profits. This 
possibility was remedied by Section 
1377(b) which denies the reduction of 
current earnings and profits by any 
amount which is not allowable as a 
deduction in computing taxable in- 
come. The second situation—that is, 
where current earnings and profits 
exceed taxable income—may arise 
where tax-exempt interest is received 
or where the percentage depletion de- 
duction isin excess of cost depletion. 
Thus,.a distribution in an amount equal 
to earnings and profits would be fully 
taxable to the shareholders whereas 
they need be taxed only to the extent 
of undistributed taxable income. In 
this situation, care should be taken 
not to distribute too much cash to 
the shareholders, since they will be 





* Reg. Sec. 1.1372-4(b) (5) (viii) (1954). 
* Code Sec. 543(b)(1). 

* Code Sec. 11. 

* Code Sec. 531. 
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taxed on cash received to the extent 
of earnings and profits. 


A word about the “locked in” 
problem: The undistributed taxable 
income of a small business corpora- 
tion will have been taxed to the last- 
day shareholder * and, if not paid 
out, will remain in the corporation. 
Earnings and profits of the corporation 
will be decreased by such amount * 
and the shareholder’s basis in his stock 
will be increased to the same extent.** 
Two problems may then result—one 
in connection with a continuing elec- 
tion, the other in connection with a 
break in the election. With a con- 
tinuing election the problem of reach- 
ing previously taxed income is largely 
a matter of making cash distributions 
in excess of current-year earnings and 
profits.*° In the case of a corpora- 
tion that has terminated the election, 
such previously taxed income may 
be reached only after distributing its 
current and accumulated earnings and 
profits.°° In the case of an electing 
small business corporation which has 
no accumulated earnings and profits, 
reaching previously taxed income is 
no more difficult off the election than 
on the election, since it must first 
distribute all its current earnings and 
profits anyway. 


Another aspect of the “locked in” 
problem relates to the nontransfera- 
bility of nondividend treatment—that 
is, it is personal to each shareholder. 
If a shareholder has a previously 
taxed income account of $10,000, and 
transfers all his stock in the small 
business corporation, then neither he 





* Code Sec. 1373(b). 

* Code Sec. 1377(a). 

* Code Sec. 1376(a). 

* Reg. Sec. 1.1375-4(b). 

* This result is reached through Sec. 301 
rather than through Sec. 1375. See Reg. 
Sec. 1.1375-4(a). 

* Reg. Sec. 1.1375(e). 
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nor his transferee can obtain the 
benefit of nondividend treatment with 
respect to that $10,000 account. How- 
ever, if the transferor retains any 
stock interest in the small business 
corporation, his previously taxed in- 
come account remains unchanged, and 
he may continue to receive nondividend 
distributions to the extent of the 
$10,000. Finally, the death of a share- 
holder involves the loss of the non- 
dividend treatment. Neither his estate 
nor any other successor in interest 
may obtain the benefit of that treat- 
ment.*” 


In view of the many possibilities of 
losing the benefit of previously taxed 
income, the individuals concerned 
would be well advised to have the 
small business corporation pay out its 
taxable income before year end. This 
will involve a great deal of foresight 
(and a great deal of luck) in predict- 
ing the undistributed taxable income 
before year end. Unfortunately, many 
small business corporations will re- 
quire the funds in the business and be 
unable to make the distribution. In 
that case, some commentators ** have 
suggested making the payout and 
having the shareholders “loan” the 
money to the corporation. Great care 
must be exercised if that route is 
pursued, since it may involve the prob- 
lem of “thin incorporation” *® with 
disastrous consequences to the unwary 


Net Operating Loss 


The net operating loss of a small 
business corporation passes through 
to the shareholders as a deduction 








* Moore and Sorlien, “Adventures in Sub- 
chapter S and Section 1244,” 14 Tax Law 
Review 453 472 (1959), and Caplin, “The 
Caloric Count of a Thin Incorporation,” Pro- 
ceedings of New York University Seventeenth 
Annual Institute on Federal Taxation (1959), 
p.p. 771, 818. 

* For an excellent discussion of the “thin 
incorporation” problem, see Caplin, work 
cited at footnote 41. 
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from income.*® Section 1374 
(d)(1) indicates that for Chapter 1 
purposes the deduction shall be treated 
as attributable to a trade or business 
carried on by the shareholder. Con- 
sequently, this is a deduction in reaching 
adjusted gross income; if it produces 
a net operating loss for the share- 
holder, it will not be subject to the 
nonbusiness deduction limitation of 
Section 172(d) (4). While some specu- 
lation was present after enactment of 
Subchapter S that the hobby-loss pro- 
*. could be circumvented, con- 
sideration must not have: been given 
Section 1374(d)(1). It seems clear 
that the hobby-loss provision will ap- 
ply, and that is the position taken in 
the regulations.*? 


2ZTross 


vision 


The net operating loss pass-through 
operates differently from the undis- 
tributed taxable income section. There, 
whoever is a shareholder on the last 
day of the corporation’s taxable year is 
taxed with the income.** In an obvious 
attempt to head off trading in losses, 
the daily net operating loss approach 
was taken. It involves prorating the 
net operating loss of the small busi- 
ness corporation among all persons 
who were shareholders in the small 
business corporation during the tax- 
able year in which the loss was in- 
curred according to the number of 
shares held and number of days the 
shares were held.** Consequently, if 
a small business corporation elected 
during the first month of its taxable 
year, it could have had a trust or 
corporation as a shareholder prior to 
that time. Accordingly, such a trust 
or corporation would get the benefit 
of the deduction. 


The year in which a shareholder 
may deduct his share of the net oper- 
ating loss is his year “in which or 
with which the taxable year of the 
corporation ends.” ** Thus, if the 
shareholder dies on a day other than 
the last day of the taxable year of the 
corporation, there will be no such 
year of the shareholder. Again, P. L. 
86-376 *° amended the law in this 
area, and allows to a shareholder his 
prorata share of the loss in the year 
of his death. The final regulations 
take this position.** 


The amount of the net operating 
loss that a shareholder may deduct is 
limited to the adjusted basis of his 
stock and the adjusted basis of cor- 
porate indebtedness to him.** The 
loss is first applied to reduce the basis 
of the stock; after that has been re- 
duced to zero, any excess is applied 
to reduce the basis of corporate in- 
debtedness to him. The excess of 
the loss over the total adjusted basis 
is lost. Not only may no other share- 
holder obtain the benefit of the ex- 
cess, but neither may the shareholder 
to whom the loss is allowable obtain 
the benefit of that excess in another 
taxable year. There is no provision 
for the preservation of the excess. It 
should be noted that while the basis 
of the indebtedness is reduced by the 
loss allowed to the shareholder, such 
basis is not increased when opera- 
tions become profitable. Thus, the 
repayment of the indebtedness will 
result in capital gain to the share- 
holder under Section 1232, the net 
effect being a substitution of capital 
gains rates for ordinary income rates. 
This will clearly be an avenue of 





” Code Sec. 1374(a). 
* Code Sec. 270. 

” Reg. Sec. 1.1374-2. 
“ Code Sec. 1373(b). 
“Code Sec. 1374(c). 
* Code Sec. 1374(b). 
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“H. R. 47, 86th Cong., Ist Sess. (1959). 
The amendment was made by adding the 
parenthetical expression “(or for the final 
taxable year of a shareholder who dies be- 
fore the end of the corporation’s taxable 


year)” to Sec. 1374(b). This amendment is 
effective as of September 24, 1959. 

“ Reg. Sec. 1.1374-1(b) (2). 

“Code Sec. 1374(c) (2). 


TAXES —The Tax Magazine 





heavy tax traffic, along which both the 
Commissioner and the taxpayer will 
travel. 

One final comment on the net oper- 
ating loss provision: The previously 
taxed income account is reduced to 
the extent of the shareholder’s allow- 
able deduction, that is, whether or not 
he actually received any benefit there- 
from.*® Thus, it will serve to reduce 
the amount which the shareholder may 
withdraw tax-free from the corporation. 


Capital Gains 

Section 1375 permits a shareholder 
to realize capital gain on distributions 
from an electing small business cor- 
poration to the extent of his prorata 
share of the excess of the corpora- 
tion’s net long-term capital gain over 
its net short-term capital loss for the 
taxable year. The corporate capital 
gain may not exceed its taxable in- 
come.*® Furthermore, the amount of 
dividends the shareholder must in- 
clude in his gross income, which are 
treated as distributions from current 
earnings and profits, limits the amount 
of capital gain reportable by him. Ac- 
cordingly, the shareholder’s prorata 
share of capital gain is determined by 
the ratio of dividends, out of the cur- 
rent year’s earnings and profits, which 
he must include, over dividends, out 
of current earnings and profits, which 
all shareholders must include. 

It should be noted that capital 
losses do not pass through to the 
shareholders. 


Perhaps the second most startling 
development in the area of the pro- 
posed regulations was in Section 
1.1375-1(d), where the position was 
taken that although the determina- 
tion of the character of gain—ordi- 
nary or capital—is usually made at 
the corporate level, if the corporation 

” Code Sec. 1375(d)(2)(B) (i). 

” Code Sec. 1375(a). 

™ Code Sec. 341. 

* See, Mickey and Wallick, “Tax-saving 
Plans Under Subchapter S Now More Re- 
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has been availed of by a substantial 
shareholder in whose hands an asset 
would not have produced capital gain, 
for the purpose of selling such prop- 
erty, then gain on the sale of that 
property by the corporation will not 
be treated as capital gain. For ex- 
ample, suppose a corporate shoe manu- 
facturer, which is an electing small 
business corporation, sells a building 
and suppose, further, that a principal 
shareholder of that corporation is a real 
estate dealer. In that case the regula- 
tions would treat the sale as producing 
ordinary income if the corporation had 
been availed of by the principal share- 
holder for the proscribed purpose. 

Again, this is an area which has re- 
ceived a great deal of criticism and 
which many believe to be the result 
of a failure to correlate the collapsi- 
ble corporation provision ** with Sub- 
chapter S. If the initial reaction is a 
reliable gauge, the im terrorem effect 
has been achieved. The final regu- 
lations embody the same provision 
and are equally without statutory 
authority.*? 

Section 1375(c) indicates that divi- 
dends may be apportioned among the 
family group to reflect properly the 
services rendered by such sharehold- 
ers. For example, a father might give 
his son a stock interest in a corpo- 
ration which he controls and take a 
reduced salary and, thereby, divert his 
income to his son. In such case the 
Commissioner would apportion the 
dividends to reflect the true worth of 
the father’s services. 


Sections 1376 and 1377 


Sections 1376 and 1377 may be dis- 
posed of together. They are the two 
sections which apply to shareholders 
and corporations, respectively, both 
during and after the election years. 
liable as Result of New Regulations,” 10 
Journal of Taxation 268 (1959), for a discus- 
sion of the proposed regulations in general 
and the collapsible problem in particular. 
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Section 1376 contains two basic 
provisions: The first relates to the 
increase in the basis of the stock of 
an electing small business corpora- 
tion for amounts required to be in- 
cluded in gross income as “last day” 
dividends, but only to the extent that 
such amounts are included in gross 
income in the shareholder’s return; 
the second relates to the reduction in 
the basis of both stock and debt, to 
the extent that a net operating loss 
was passed on to the shareholders. 

Section 1377 requires reduction of 
earnings and profits by amounts in- 
cluded by the shareholders as “last 
day” dividends. It disallows reduc- 
tion of current earnings and profits 
by any amount not allowable in comput- 
ing taxable income: Items of gross 
income or deductions taken into account 
for computing the net operating loss 
do not affect earnings and profits. 

30th of these sections have been ad- 
verted to in the preceding discussion. 


Additional Considerations 


Finally, no discussion of Subchap- 
ter S would be complete without men- 
tion of some new hazards introduced 


possibility of terminating the elec- 
tion by a disqualifying disposition of 
stock, either deliberately or inadvert- 
ently, additional precautions will have 
to be observed by all parties con- 
cerned. For example, a dissident 
minority shareholder might be in a 
position to transform an otherwise 
nontaxable distribution of previously 
taxed income into a taxable distri- 
bution by breaking the election through 
a disqualifying disposition of stock. 
Also, a deceased shareholder’s execu- 
tor may be reluctant to consent to an 
election which would result in tax- 
ation to the estate without any re- 
ceipt of income with which to pay 
the tax. Or, if the executor does con- 
sent, the decedent’s will may provide 
for distribution of the stock to a trust. 
Accordingly, the minimum require- 
ment is a will provision empowering 
the executor to consent to the elec- 
tion. More desirably, corporate buy- 
sell agreements would seem to be in 
order. In any event the whole area 
of restraints on alienation,®* with re- 
pect to the electing small business 
corporation stock, will have to be in- 
vestigated if an election is contem- 


by this enactment. Because of the 


plated. [The End] 
DEPRECIATION DEDUCTION IMPEDES SLUM CLEARANCE 


The persistence and spread of slums may actually be en- 
couraged by elements within our legal and financial systems, 
according to. Assistant Professor of Law Arthur D. Sporn in 
the November issue of the Columbia Law Review. Professor 
Sporn contends that the provisions for depreciation allowance 
found in federal and state income tax laws in regard to rental 
housing may be a potent fertilizer for, and definite stimulus to, 
the growth and continuation of slums, and, at the same time, 
have erected a prodigious obstacle in the path of already slow- 
moving slum clearance programs throughout the nation. 

A large number of slum owners prefer to have their old 
and dilapidated buildings left standing in order to take advan- 
tage of the often generous depreciation deductions allowed on 
their income. With slum upkeep expenses kept at a minimum, 
plus depreciation deductions, after-taxes profits are often 
greater than if the slums were torn down and new housing units 
with higher rents erected in their place. 





® The problem is analyzed in some detail 
by Moore and Sorlien, work cited at foot- 
note 38, at p. 485. 
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Income from Licensing 
Patents Abroad 


By ANDREW W. BRAINERD 


The old and large companies have been interested in foreign trade 
and international operations for a long, long time. 

But, because of its tax impact, licensing and dealing with foreign 
subsidiaries is of growing interest to smaller companies. 

Licensing foreigners to produce may well be the small companies’ 
only means of salvaging something out of what used to be an 
export business. Andrew W. Brainerd is a Chicago attorney with 
considerable interest and experience in foreign tax matters. 


HAT the expansion of American corporate business into foreign 

markets has during the past decade enjoyed an unprecedented 
and, recently, frightening growth is a subject presently attracting 
considerable commercial attention. Earlier, this business emphasized 
the export of American-made goods; today, for a variety of com- 
pelling reasons, foreign manufacture and assembly predominate in 
importance and contemplate physical operations carried on abroad 
either directly, through subsidiaries, or through the intermediation 
of foreigners as partners to varying degrees, in joint undertakings 
wherein the collective technical and production knowledge and the 
legal rights of United States companies are sought to be used profit- 
ably in foreign countries. 


In this scene, this paper examines the opportunity, under United 
States tax law, of a United States corporation to successfully exploit 
abroad, at capital gains rates (25 per cent) and not at ordinary income 
rates (52 per cent), its own body of industrial knowledge and in- 
tangible property rights. This, of course, contrasts directly with what 
has been the practice of by far the larger number of United States 
companies entering into foreign activities to date—which either formed, 
or participated in, foreign subsidiaries and transferred these named 
properties to them as contributions to capital or by simple permissive 
use or which dealt with foreigners under agreements by which these 
rights were made available to some foreign entity on a “licensing” 
basis, with payments back understandably measured by a percentage 
either of foreign receipts or foreign profits. 


It is thus probable that under the caption of “license agreement,” 
a vast group of documents have been drawn between companies of 
our country and foreign entities, permitting the use abroad of American 
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production processes and that under 
these agreements there have been re- 
turned to the United States sub- 
stantial sums of money at all times 
regarded here simply as current in- 
come. In examining the right of 
United States corporations to claim 
capital gains on such income, this 
paper considers not only existing agree- 
ments, but sets forth grounds upon 
which prospective agreements may be 
placed by which foreign income of 
this character may lawfully be con- 
stituted capital gains. 


Primary Law Relevant 

No doubt, most companies receiving 
income from foreign licensing agree- 
ments regard that income as falling 
either under Internal Revenue Code 
Section 61(a)(2)—“gross income de- 
rived from business” or as “compensa- 
tion for services” under Section 61 (a) 
(1) or they look to Section 61(a) (6), 
which holds that “gross income means 
all income from whatever source de- 
rived, including royalties,” the 
latter term being often defined as a 
payment reserved by a grantor, pay- 
able proportionately to the use made 
of the right by the grantee.’ If we 
consider that the income received 
from these agreements is in the nature 
of “royalties,” 
clude its 


we automatically ex- 
characterization as_ being 
from services, but, although under 
this definition we may regard it as 
proceeds derived from the use by the 
payor of some type of property, whether 
tangible or intangible (including legal 
rights), we are by no means forced 
to the single interpretation that it 
must therefore constitute ordinary in- 
come under Section 61, 

The sections of our federal revenue 
law establishing the criteria which a 





corporation must meet in order to 
enjoy a “capital gain” rather than 
ordinary income in this or any other 
context provide first that “gain from 
the sale or other disposition of prop- 
erty shall be the excess of the amount 
realized therefrom over [its] 
adjusted basis” and that “the entire 
amount of the gain shall be 
recognized” as gross income unless 
otherwise provided in the Code.’ 
Section 1201(a) does allow an excep- 
tion to this “full recognition as ordi- 
nary income” principle in the case of 
corporations by providing that if “the 
net long-term capital gain of any corpo- 
ration exceeds the net short-term capital 
loss, then, in lieu of the tax imposed” 
on ordinary income there shall be im- 
posed a tax consisting only of “25 
percent of such excess.” * (Italics sup- 
plied.) “Net long-term capital gain” 
is defined as “the excess of long-term 
capital gains for the taxable year over 
the long-term capital losses for such 
year”; * further, the words “net capital 
gain” in the case of corporations are 
defined as “the excess of the gains 
from sales or exchanges of capital assets 
over the losses from such sales or ex- 
changes.” (Italics supplied.) Includ- 
ing all property not exceeded, “capital 
assets” is defined in Section 1221 as: 
” property held by the tax- 
payer (whether or not connected with 
his trade or business), but does not 


include— 

“(1) stock in trade of the taxpayer 
or other property of a kind which 
would properly be included in the in- 
ventory of the taxpayer if on hand 
at the close of the taxable year, or 
property held by the taxpayer pri- 
marily for sale to customers in the 
ordinary course of his trade or business ; 





* Black’s Law Dictionary. 

* Code Secs. 1001(a) and 1002. 

‘Code Sec. 1201(a)(2). “The special leni- 
ence with respect to capital gains has its 
genesis in the possibility that since increases 


in the value 
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of capital assets may cover a 


number of years, taxation of the total gain 
in any one year is inequitable.” (Herman 
Shumlin, 16 TC 407, 412, citing House Ways 
and Means Committee, H. Rept. 350, 67th 
Cong., Ist Sess., p. 10.) 

*Code Sec. 1222(7). 
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“(2) property, used in his trade or 
business, of a character which is sub- 
ject to the allowance for depreciation 
provided in Section 167, or real 
property used in his trade or busi- 
ness : 

It is accurately observed in CCH 
STANDARD FEDERAL TAX Reports (1959 
Ed.), Volume 4, § 4729, that “prac- 
tically all business property is ex- 
cluded from the Sec. 1221 definition 
of capital assets” just referred to. 
This is clear from an analysis of 
Section 1221(2), which holds that 
stock in trade or “inventory” and all 
depreciable business property are not 
“capital assets.” Because this rule 
caused “undue hardship” to too many 
commercial taxpayers, a further pro- 
vision was added in 1942 to permit 
taxpayers to treat gains from the sale 
of “property used in the trade or 
business” (other than stock in trade) 
as capital gains.’ The term “property 
used in the trade or business,” found 
in this relieving section, is defined to 
mean : 
pe property used in the trade or 
business, of a character which is sub- 
ject to the allowance for depreciation 
provided in Sec. 167, held for more 
than 6 months which is not- 

“(A) property of a kind which 
would properly be includible in the 
inventory of the taxpayer if on hand 
at the close of the taxable year, 

“(B) property held by the taxpayer 
primarily for sale to customers in the 
ordinary course of his trade or busi- 
ness = 





5“Sec. 1231(a) General Rule—If, during 


the taxable year, the recognized gains on 
sales or exchanges of property used in the 
trade or business exceed the recog- 
nized losses from such sales [and] exchanges 

such gains and losses shall be con- 
sidered as gains and losses from sales of 
capital assets held for more than six months 
. . . 2 (Italics supplied.) The Revenue 
Act of 1942 added Sec. 117(j), which is 
almost identical to present Sec. 1231. H. 
Rept. 2333, 77th Cong., Ist Sess., states that 
this section was “originally inserted as a 
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We have now arrived at a position 
where we may examine the specific 
nature of the United States corpo- 
ration’s “property” subject to the for- 
eign licensing contract, which produces 
the “royalties” previously assumed; 
we do this to determine whether such 
“property” is a “capital asset” under 
Section 1221 or is to be “consid- 
ered as” a capital asset under Section 
1231(a). If the asset or property 
qualifies under either section, and if 
we can further prove that such asset 
was the subject of a “sale or ex- 
change” vis-a-vis the foreign user, we 
will have vindicated the income there- 
from as capital gains, subject here to 
the lower rate of tax. 


Identification of Elements 
of Foreign License 


Patents.—Any analysis of a typical 
“license agreement” might well com- 
mence with a breakdown of those 
constituent properties, pieces of knowl- 
edge or legal rights or acts which 
comprise the reciprocal consideration 
for receipt here of foreign income. No 
doubt the most obvious of these is 
“patents” or applications for patents, 
owned by a United States company, 
both of which may of course be the 
subject of sale, mere “license” (limited 
use permitted to another), or other 
disposition at any time during their 
legal life or any extension thereof. 
sut before we can accept this classi- 
fication, we must narrow the concept 
of patents to only those patents which 
have been taken out or applied for 





relief provision to enable corporations to 
have full benefit of a loss-from the sale of 


machinery. While this rule provided 
relief in case a loss was realized, it appears 
that many taxpayers are able to dispose of 
their depreciable property at a gain over 
its depreciated cost. To treat such a gain 
as ordinary gain will result in an undue 
hardship to the taxpayer .. . .£” See Joseph 
A. Fields, 14 TC 1202, 1215. 

*Code Sec. 1231(b)(1)(A) 
(Italics supplied.) 


and (B). 





within the foreign country or coun- 
tries in which the foreign licensee is 
to act. United States patents have no 
relevant value for this purpose, as 
they are not the subject of effective 
“sale or exchange” to the foreign 
party for his use within the foreign 
country any more than an English 
patent would be valuable for use in 
the United States. The patent fran- 
chise granted by the laws of each 
country is clearly confined to its own 
jurisdiction. 

Even before the grant of, or appli- 
cation for, patent, our law is clear 
that the common law right of prop- 
erty in an invention begins with the 
concept of a novel contribution to any 
art and its reduction to practice. The 
opinion in Samuel E. Diercher states: 
“The patents issued under statute are 
merely the grant of the right to ex- 
clude others from that use for a 
period of 17 years.” ’ Thus, an in- 
ventor may have an idea which is a 
property right prior even to the ap- 
plication for patent, which idea may 
be “sold” by him. 


It is often insufficient to sell only 
the foreign patent to the foreign li- 
censee who wishes to make full use of 
the idea in its translation into physi- 
cal products. Too often, where in- 
tricate production processes or complex 
ingredients are involved, the patent 
alone may value than a 
verbal or written explanation of what 
appear to be unimportant considera- 
tions. Explanations, therefore, con- 
tributing to the understanding and 
utilization of the product or process 
patents are an equally frequent ele- 
ment of the foreign “license agree- 
ment”; they fall into the broader 
category of what has been so frequently 
termed “know-how” as to render that 
phrase a part of our langauge. 


less 


be of 


Know-how.-—Wholly apart from the 
presence of any patents, know-how in 





"CCH Dec. 9787, 36 BTA 732, 743. 
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fact constitutes, usually, the bulk of 
the consideration furnished by the 
American party to earn foreign licens- 
ing income. The term has a confused 
meaning, certainly, and it is manda- 
tory to distill out its components. 
Among these are knowledge of tech- 
nical and industrial processes, styles, 
compositions of materials, weights, 
measures, tensile strengths and chemi- 
cal analyses. Much of this informa- 
tion may be placed in documentary 
or written form, particularly those 
portions describing mechanical, physi- 
cal or chemical properties as repro- 
duced in blueprints, drawings, or bills 
of material. Elaborate data is often 
required not only on the product, but 
on the machinery by which it is made 
and on the physical background of 
plant layout, inventory control, pro- 
curement and packaging. Again, much 
of this may be in written form; as 
such, it should be, and is, clear that 
it constitutes physical or tangible per- 
sonal property. 


Some phases of know-how are better 
told than written. Developed policies 
in company administration, sales, ad- 
vertising techniques, data on consumer 
acceptance—to fully impart this in- 
formation would certainly, in many 
instances, require contact with in- 
formed persons within the American 
company who, in turn, must devote 
their time to detail such knowledge. 
To the extent that these persons or 
others give their physical services we 
are compelled to come away from the 
concept of “property” the sale or ex- 
change of which may create capital 
gain, into an area of personal services 
the rendition of which admittedly 
creates ordinary income. 


A careful consideration of this many- 
faceted complex we call “know-how” 
suggests at least one major tax con- 
clusion: In those instances in which 
disclosure constitutes the chief, if not 
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the only, basis upon which payments 
are made to the American party, an 
appraisal of what portion of those 
proceeds is capital gain, if any, and 
what part ordinary income must rest 
almost entirely upon evidentiary con- 
siderations. Here we have at least 
identified, if not isolated, the separate 
elements of know-how. Later on we 
shall examine these parts in the light 
of the case and statutory law to see 
to what extent they may be regarded 
as being capable of causing corporate 
capital gain. 


Trade-marks and good-will.—The 
trade-marks, or mark used by one in 
his trade, is generally an important 
part of the typical license agreement ; 
by this term we refer again to a fran- 
chise right granted by the foreign 
jurisdiction of the licensee or the right 
to make application therefor in his 
country. The trade-marks, once secured 
from the foreign government, elevates 
the nature of the earlier common law 
right to prevent unfair competition or 
“passing off” to the statutory right 
permanently to exclude others from 
the use of a registered mark, As in 
the instance of patents, owners of 
this statutory grant enjoy property, 
an asset which they are able to sell 
or deal with at will. 

Closely allied to the marking of a 
product, is the concept of “good- 
will,” which might be said to mark 
a business. Except as foreign good- 
will may be considered as inhering 
in the product or trademark licensed 
or sold, its conveyance is rarely at- 
tempted by our companies and, hence, 
it is not treated here as a separate 
element.*® 


Services.—The rendition of personal 
services in connection with the trans- 


fer of know-how or patents gives rise 
to ordinary income except in those 
situations where it is so minor in 
nature as to be regarded as wholly 
ancillary to the transfer and, thus, 
not a substantial element to vary 
what would otherwise be a capital 
gain. Whether they fall into this 
category or are the whole considera- 
tion for the payment made, as in 
A. C. Ruge,® the question is one of 
evidence, to be decided ad hoc on a fair 
appraisal of all of the circumstances.*” 


Above, we have identified the con- 
stituent elements of the representa- 
tive foreign license agreement. We 
shall now examine each of these sepa- 
rately under applicable statutory and 
case law, first to verify whether the 
courts have regarded them either as 
“capital assets” or “property used in 
the trade or business” (Section 1231 
assets) and then to consider how, in 
specific instances, their “sale or ex- 
change” has been, and may be, ef- 
fected to cause “capital gain” rather 
than the earning of ordinary income. 


Tax Status of Patents 


A skillful tax handling of patents 
is one of the rarer enjoyments of 
American industry. I believe this at- 
tributable to the abstruse manner in 
which the Code has consistently pre- 
sented the subject over the past 20 
years and largely also to the fact that 
in this area—perhaps to as great an 
extent as any in our tax law—the 
Treasury has obstinately litigated identi- 
cal facts situations despite continual 
defeat before the Tax Court and other 
federal tribunals. Specialists in taxes, 
alert to the undesirability of fighting 
tax cases, have no doubt by these 
litigations been dissuaded from what 








3usiness good will is an asset incident 
to a business, the sale of which has been 
held to be dependent upon the sale of the 
actual business (Regs. 118, Sec. 39.22(a)-10). 
(Coca-Cola Bottling Company v. Coca-Cola 
Company, 269 Fed. 796.) 
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*°CCH Dec. 21,688, 26 TC 138. 

” See, for example, Rose Marie Reid, CCH 
Dec. 21,806, 26 TC 622, and Kimble Glass 
Company, CCH Dec. 15,963, 9 TC 183. 





they otherwise considered proper tax 
treatment of these assets.” 


In analyzing the tax status of a 
led first to inquire 
whether it constitutes a “capital 
in the hands of the owner. 
While patents are not normally part 
of the “stock in trade of the taxpayer’”’ 
or includable in his inventory, it has 
by this time become well settled that 
they are “property, used in his trade 
or business, of a character which is 
subject to the allowance for deprecia- 
tion provided in Section 167.” '* The 
courts have repeatedly so held, ad- 
judging the depreciation of a patent 
properly measured by the years re 
maining in its 17-year legal life’ 
in the instance of a group of patents, 


patent, we are 


asset” 


sor, 


sometimes by their average remain- 
ing life.’* The regulations hold: 
“The cost or other basis of a patent 
or copyright shall be depreciated over 
its remaining useful life.”*> If we go 
back to 1920, a schedule of the legal 
lives of foreign patents granted under 
the laws of many foreign countries 
was then promulgated to establish 
proper amortization periods.’® From 
that a 
chiefly because it depreciates 


these authorities it is clear 
patent 

does not constitute a “capital asset” 
under Section 1221, 

\s long as one does not have as his 
trade or business the regular acquisi- 
tion and sale, or the intention of ac 
quisition for sale, generally, of patents, 
a United States patent “granted under 
the pre visions of title 35 of the United 
"“But for the 


along vith the 


stubborness in 
vacillation in 
Department, there 
need for the recent 
however, the Treasury 


purpose 
action of the 
would hav« 
legislation 
y for a time 
iccepted the later decisions and then denied 
them, and then accepted and then denied 
them, leaving in a state of complete un 
certainty the tax fate and fortunes of those 


> Les 
ndertaking 


Treasury 
, 
heen no 


Because, 


to deal commercially with their 
enacted [Sec 
(Circuit Judge Hutcheson in Clyde / 
Bannister, 59-1 7 9155, 262 F. 2d 175.) 


patents, Congress 
1235] ” 


Los 


UST( 


States Code, or any foreign patent 
granting rights generally similar to 
those under a United States patent” *’ 
will in all probability qualify as a 
“Section 1231 asset.” Section 1231 in 
this context accords to long-term de- 
preciable property used in the trade or 
business of a taxpayer, but not “prop- 
erly includible in his inventory” or 
“held primarily for sale to customers 
in the ordinary course of his trade or 
business,” the status of a capital as- 
set.'* To earn capital gain, the Ameri- 
can company wishing to transfer 
foreign patents to a foreign entity for 
profit must therefore first insure that 
its patents do not fall into either of 
the two proscribed categories quoted 
in the preceding sentence. 


“Property held . . . primarily for 
sale to customers in the ordinary 
course of . . . business.—The corner 
grocery sells fruits and vegetables. 
These are sales of property properly 
includable in the inventory of the 
taxpayer and, additionally, “held by 
the taxpayer primarily for sale to 
customers in the ordinary course of 
his trade or Contrary to 
the salable products of the grocer’s 
inventory, our present inquiry is 
whether, in the context of a given 
corporate taxpayer, its patents might 
be legally said to be “held by the 
taxpayer primarily for sale to cus- 
tomers in the ordinary course of [its] 
If they are, their 
sale will give rise to ordinary income. 
In Ernest E. Rollman,’® a district court 


business.” 


trade or business.” 


found that there had been a sale of 


™ Code Sec. 1221(2). 

'’ Hazeltine Corporation v 
37-1 ustc § 9219, 89 F. 2d 513 

* Syracuse Food Products, CCH Dec. 6577, 
21 BTA 865. 

” Reg. Sec. 1.167(a)-6 

"3 CBE i163. 

* Reg. Sec. 1.1235-2(a) 

* See footnote 

"CCH 


(1957) 


Commissioner, 


Dec, 22,589(M), 16 TCM 817 
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a patent, but before award of capi- 
tal gains treatment to the taxpayer, 
the case was remanded to the Tax 
Court to see if the had been 
made in the ordinary course of the 
taxpayer’s business. In that case, pe- 
titioners Ernest and Hilda Rollman, 
technical advisors to the shoe in- 
dustry, had embarked on a program 
of research to develop new processes 
manufacture and sale. The 
business of their partnership with one 
Hans Rollman ‘ 
rendering assistance and 
‘know-how’ manu- 
facturers and of granting limited li 
censes to such manufacturers for the 
production of shoes under patents 
they developed.” The patent in ques- 
tion involved a perfected process for 
the manufacture of rubber footwear. 
The Tax Court reviewed the business 
history of the petitioners and noted 
that the Rollmans “avoided any effort 
to sell [the patent] as long as there 
was any real prospect of their getting 
back into the 
turing shoes.” 


sale 


of shoe 


‘consisted largely of 
technical 


services to shoe 


manufac 
These efforts failing, 


business of 


they finally disposed of their patent. 
Under these circumstances, the court 
“clear that the final action 
taken by the partnership falls far 
short of demonstrating that the patent 
was held primarily for sale in the 
ordinary 


thought it 


course.” 

Of perhaps 30 cases which examine 
the question of whether inventors were 
to be regarded as “professional,” and 
therefore developing patents only for 
sale in the ordinary course of their 
business, only four have been decided 
against the inventors, charging them 
with ordinary income.*° For example, 
in First National Bank of Princeton v. 





*CCH Standard Federal Tax Reports 
(1959 Ed.), Vol. 4, ¥ 4745.83. 

* 56-1 ustc J 9203, 136 F. Supp. 818 

* 50-1 ustc J 9122, 178 F. 2d 743. 

* CCH Dec. 14,992, 6 TC 258. 

* For example, Rose Marie Reid, cited at 
footnote 10; Pike v. U. S., 51-2 uste J 9452, 
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We have a tax system that yields a 
large amount of revenue. Its yield 

rises with the growth of the economy as 
well as with inflation.—Herbert Stein 


U. S.,74 a Professor Cooke was an 
active inventor in optics and acous- 
tics, and had obtained 19 patents in 
those fields. He had sold 12 of these 
to a partially owned corporation. The 
patent in question pertained to tooth- 
brush bristles, and was the only one 
which had ever proved commercially 
profitable. The court said: 

“If Prof. Cooke was in the business 
of making and selling optical and 
acoustical inventions . . . he was 
completely an amateur inventor 
insofar as the toothbrush patents are 
concerned.” 

It was held that it was not sufficient 
that Professor Cooke be regarded as 
an inventor to qualify the toothbrush 
patents as “stock in trade,” but that 
his business must necessarily be in 
that precise field of industry in order 
to thus qualify those patents: 

“To hold 
aggrandize the sale requirement of the 
statute at the expense of ignoring 
the precise conditions under which 
property must be held for sale in the 
ordinary course of trade or business, 
in order to remove it from the capital 


otherwise would be to 


asset category.” 

This claim that patents were “held 
for sale in the ordinary course of busi- 
raised in Hofferbert v. 
Briggs,*? in Edward C. Myers ** and 
in many other cases.** In all of these, 


ness” was 


unless the business at hand was de 
voted directly and on a continuous 
basis to developing and selling patents 


101 F. Supp. 100; Carl G. Dreymann, CCH 


Dec. 16,526, 11 TC 153; Harriss v. Com- 
missioner, 44-2 ustc § 9363, 143 F. 2d 279; 
Herwig v. U. S., 52-1 ustc 99351, 105 F. 
Supp. 384; Phipps v. Commissioner, 1931 
CCH 9665, 54 F. 2d 469. 





as stock in trade,?® the Treasury’s 
position has been rejected, often with 
emphasis, by the courts. 

The court said, in Fahs v. Crawford: 

“Of course, a person may be en- 
gaged in more than one business.... 
Carrying on a business, however, im- 
plies an occupational undertaking to 
which one habitually devotes time, 
attention, or effort with substantial 
regularity.” *° 

In Harvey v. Commissioner," an in- 
ventor by profession carried on busi- 
under the name of Harvey 
Machine Company, which fictional en- 
tity paid for the expenses of his in- 
ventive activity. The court held: “It 
is not essential that the par- 
ticular trade or business relating to 
the patents be the only. occupation 
from which petitioner earned his live- 
lihood The inventive activities 
of petitioner co-existed with his ma- 
chine shop ; both were profit- 
able occupations.” In holding the 
patents to be property held for sale 
in the ordinary course of business, the 
court noted that the taxpayer had 
been allowed, as business expenses, 
payments made in connection with 
their acquisition: “We cannot say 
that this is not a ‘trade or business’, 
nor, if it is, that the fruits of inventive 
genius are other than the stock in 


ness 





trade of that business.” This case and 
several others ** raise this interesting 
possibility: if the patents involved 
were used in the taxpayer’s business 
and if a company’s business is even 
partially the inventing of ideas and 
the obtaining of patents, for which 
it receives annual deductions against 
its gross income, it follows that in- 
come from any disposition of patents 
should be regarded as ordinary in- 
come. If such theory were tenable, 
no corporation could enjoy capital 
gain on the sale of patents it de- 
velops or acquires in the course of 
commerce. 

But these cases construe the “capi- 
tal asset” sections rather than decide 
whether, as is virtually always the 
issue, patents are “Section 1231 as- 
sets.” To interpret either Section 1221 
or Section 1231 according to this logic 
disregards their wording unless, in 
the case of an American Company 
transferring its foreign patents to 
foreigners, it would also be shown, 
and by evidence other than that the 
company developed its own patents, 
that the patents themselves were held 
primarily for sale to customers in the 
ordinary course of business. It does 
not follow, for example, that because 
an annual charge for depreciation of 
business machinery is made and such 





” Taxpayers were found to have been 
professional inventors in Harold T. Avery, 
CCH Dec. 12,812, 47 BTA 538, and Harvey 
Commissioner, 49-1 ustc § 9124, 171 F. 2d 
52, and Paul H. Smythe, Jr. CCH Dec. 
12,576-C (BTA Memo.). In Dairy Queen 
of Oklahoma, Inc., CCH Dec. 23,524(M), 
18 TCM 322 (1959), a corporation entered 
into 36 licenses in two years, each conveying 
the right to manufacture and distribute 
Dairy Queen in Oklahoma. Held, that the 
corporation was not in the business of 
selling “unsold” territory 
was [not] the corporation’s “‘stock in trade,” 
and the franchise was not held by the tax- 
payer “for sale to customers in the ordinary 
course of its trade or business.” This case 
is partially explained by the fact that the 
corporation bought the franchise “not to sell 
parts of it to others but to open up and 
operate Dairy Queen stores of its own.” 


216 


z 
Q: 


franchises; the 


March, 1960 @ 


* 47-1 ustc J 9233, 161 F. 2d 315, 317. See 
also Boeing v. Commissioner, 39-2  ustc 
7 9682, 106 F. 2d 305, cert. den. 308 U. S. 
619, in which the “frequency or continuity 
of the transactions” are held to determine 
the existence of a “business.” In McConkey 
v. U. S., 55-1 ustc J 9408, 130 F. Supp. 621, 
the “activities of the taxpayer, or his agents, 
in promoting sales the purpose for 
which the property was acquired, and the 
frequency and continuity of sales” (italics 
supplied) were held important in the deter- 
mination of whether property was held 
primarily for sale to customers in the ordi- 
nary course of trade. 

* Cited at footnote 25. 

*® Paul H. Smythe, Jr., cited at footnote 25; 
Harold F. Silver CCH Dec. 21,695(M), 15 
TCM 489 (1956). 
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machinery is used in the business, 
therefore it must be stock in trade or 
an inventoriable asset. The fact that 
deductions are taken for “inventive 
expenses” in its acquisition cannot 
control the nature of an asset which 
has already been described by statute 
simply as one which, in order not to 
qualify, must be “held by the tax- 
payer primarily for sale to customers 
in the ordinary course of his trade 
or business.” It has been so held.” 


There is another strong group of 
cases justifying the proposition that 
patents held by American companies 
are “Section 1231 assets,” led by Al- 
bright v. U. S.°° There a farmer whose 
principal income was derived from 
the sale of dairy products and hogs 
maintained a dairy herd of 36 cattle, 
of which about 20 were producers of 
milk which the taxpayer sold to local 
creameries. Calves not needed for the 


maintenance of the dairy herd and 
dairy cows which by reason of age, 
disease or insufficient lactation were 
replaced in the herd were sold on 


the market. The taxpayer followed a 
similar practice with respect to hogs 
for breeding purposes. He claimed 
capital gains on all income from such 
not-infrequent sales of animals which 
might be thought of as by-products 
of his business. 
The United States Court of Ap- 
peals for the Eighth Circuit rendered 
* In General Spring Corporation, CCH Dec. 
19,822(M), 12 TCM 847 (1953), the Tax 
Court held: “Even the facts that the peti- 
tioner deducted depreciation on the patents 
after the transfer and that it 
claims to have expended large sums in the 
further development of the patent seems 
to us ineffective to alter the basic provisions 
of the contract of transfer. We conclude 
that . petitioner accomplished . .. a 
sale of its patent rights. The result 
is that petitioner’s claim to capital gains 
treatment is sustained.” It is believed that 
the issue of inventive expense charge-off 
as justifying ordinary income treatment of 
patent royalties has not been raised in any 
other instance except those of the profes- 
sional inventors referred to at footnote 24; 
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a decision in this interesting litiga- 
tion which has since been often cited 
and followed.** It said that Section 
117(j) (now Section 1231) “was in- 
tended as a relief measure applicable 
alike to all taxpayers within its pro- 
visions” and that despite three Treas- 
ury rulings to the contrary, sales of 
animals “culled from the breeding 
herd as feeder or slaughter animals” 
were sales of capital assets and did 
not give rise to ordinary income. 

“Sound business practice would .. . 
require that . [the taxpayer] re- 
place worn out and depreciated ani- 
mals .... This would result in more 
or less regular sales of animals from 
his herd without decreasing its size 
from year to year. A dairy farmer is 
not primarily engaged in the sale of 
beef cattle. His herd is not held pri- 
marily for sale in the ordinary, course 
of his business. Such sales as he makes 

are required for its economical 
and successful management. The rul- 
ings relied on by the government would 
place a penalty upon sound business 
practice or deny to the dairymen the 
benefits of Section 117(j).” (Italics 
supplied.) 

Thus we have, in this case, addi- 
tional authority for regarding foreign 
patents as business property which 
does not fall within the proscription 
of Secs. 1221 and 1231 against prop- 
erty “held . ... primarily for sale in 
it was not urged at such an extremely 
propitious time as in Merck & Company v. 
Smith, 57-2 ustc § 9923, 155 F. Supp. 843, 
aff'd, 58-2 ustc J 9959, 261 F. 2d 162, where 
a large pharmaceutical company, party to 
a “license agreement,” was held to have 
assigned one of its patents at capital gains 
rates, and not as ordinary income. 

*° 49-1 ustc J 9215, 173 F. 2d 339. 

* James M. McDonald, CCH Dec. 20,939, 
23 TC 1091; U. S. v. Bennett, 51-1 ustc 
{ 9130, 186 F. 2d 407; Estate of C. A. Smith, 
CCH Dec. 20,828, 23 TC 690, to name but 
a few. Contra are Gotfredson v. Commts- 
sioner, 55-1 ustc § 9119, 217 F. 2d 673, and 
R. L. McMurtry, CCH Dec. 22,878, 29 TC 
1092. 
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the ordinary course of . . . business.” 
“Considered as” capital assets, their 


sale or exchange returns capital gain.*? 


The American corporation which is 
engaged in the business of selling end 
products and, as an adjunct of its 
business, sponsors and obtains world 
patents covering those end products 
or their manufacture, would under 
these cases clearly not fall into the 
category of a taxpayer holding pat- 
ents “primarily for sale to customers 
in the ordinary course of his trade 
or business.” It seems equally clear 
that the sale of such foreign patents, 
product or process, in countries in 
which the sale of the end product is 
the “business” of the taxpayer would 
not constitute the sale of the type of 
property which these statutes exclude 
from the category of capital assets. 
At least we can arrive justifiably at 
these conclusions if confine our 
consideration only to those industrial 


we 


companies whose business purpose it 
is to sell products rather than pat- 


“Under Code Sec. 1231 related cases 
in the copyright field are directly 
apropos. Learned Hand’s celebrated deci- 
sion in Clifford Goldsmith, 44-2 ustc ¥ 9365, 
143 F. 2d 466, observes: “All property ‘held 
by the taxpayer’ is capital assets, but there 
are some kinds which he does not figure in 
separate items, when he parts with them in 
the course of One kind is ‘stock 
in trade’, or whatever else is normally in- 
cluded in inventory. It would be absurd to 
expect of such items that a separate ‘gain 
or loss’ should be kept as to each of these; 
and probably it would be impossible. 

Again, it would be unreasonable to require 
a taxpayer to keep track of those chattels 
or other personalty, which are not sold ‘in 
j business,’ but 
are used as equipment or gear. These may 
be amortized by depreciation, which enters 
sale 
up. 
prop- 
there 


also 


‘business.’ 


the ordinary course ot 


does his 
not 
These two classes the 
erty ‘held’ in many but 
may also be goods which are neither ‘stock 
in trade,’ nor of a kind which would ordi 
narily be inventoried.” See Fields v. Com 
51-1 ustc J 9341, 189 F. 2d 950, 
Dec. 17,698, 14 TC 1202, in 
said at p. 1215 that “there is 


general income, as 
them as he 


will 


into his 


of such of does use 
exhaust 


businesses; 


misstoner, 
CCH 


which it 1s 
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ents, to sell the end rather than the 
means—a category which embraces 
the great majority of United States 
companies active in this field. 


“Sale or exchange” requirement.— 
If we assume that the foreign pat- 
ents of an American corporation are 
long-term “property used in... trade 
or business,” depreciable in nature 
but not held by that corporation “pri- 
marily for sale to customers in the 
ordinary course of business,” 
the foreign license arrangement need 
only provide for their “sale or ex- 
change” to insure that all prospective 
income therefrom will be entitled to 
capital gains treatment. The checkered 
history of Section 1235, the only sec- 
tion of the Code dealing specifically 
with the “sale or exchange of pat- 
ents,’ and its qualified acceptance by 
the Treasury, is the interesting sub- 
ject of a one-page description at 28 
TC 1191. In a word, Section 1235 


has no bearing whatever upon the 
facts of our present problem because 


a difference between property used in the 
trade or business and property held primarily 
for sale to customers. These are two 
mutually exclusive purposes; property can 
not be heid for use and for sale at the 
same time. Section 117(a)(1), in its exclu- 
sionary clauses, recognizes this difference, 
the difference between, for example, ma- 
chinery used in the business to manufac- 
ture goods and the goods manufactured 
which are held for sale to customers,” 

Also in point are the security dealer cases, 
adjudging securities “held for investment 
or speculation” to be capital assets quite 
apart from the security mass held as “stock 
in trade.” For example, Carl Marks & Com- 
pany, CCH Dec. 17,071, 12 TC 1196 at pp. 
1202-1203. Nelson A. Farry, CCH Dec. 
17,079, 13 TC 8, at p. 13, similarly decides 
investment realty sales by a_ professional 
realtor to be outside the scope of his trade 
or business, involving property not “held” 
by him “primarily for sale to customers in 
the ordinary course of his trade or busi- 
The compass of this section is ex- 
tremely broad: it constitutes one of the few 
truly valuable statutory tools available to 
corporate tax counsel. See, for example, 
Rockford Varnish Company, CCH Dec. 15,958, 
oi i7i, 





ness.” 
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it pertains only to transfers by “hold 
ers,’ constituting a class which is, by 
Section 1235(b), restricted only to cer- 
tain individual persons (as opposed 
to corporations). “The Tax Court 
has held that if a transfer is not one 
described in . . . [Section 1235], the 
provisions of this ... [section] have 
no application in determining whether 
or not such transfer constitutes a sale 
or exchange of a capital asset; and 
the tax consequences of such transfer 
must be determined under other pro 
visions of the internal revenue law.” ** 
Thus, reference, in any analysis of 
the “sale or exchange” requirement 
of Section 1231(a), must be to “the 
principles heretofore 
this type of [patent] 
forth in the body of our case law. 


considered in 
case” as set 


A broad review of those tax liti- 
gations deciding the meaning of * 
or exchange” of patents encounters 
relatively few instances of transfers 
by corporations. Instead, almost all 
of the landmarks refer to specific 
individuals, normally inventors, who 
sold, assigned, licensed, or otherwise 
permitted the use of their patents to 
either related or unrelated individuals 
or corporations. For example, in the 
recent case of Leonard Coplan, a New 
York woman assigned her “entire 
right, title and interest in and to” 
certain marionette patents to a corpo- 
ration wholly owned by herself and 
her husband.** In consideration there- 
for, the corporation undertook to pay 
this principal shareholder “through- 
out the entire term of the patent and 
any renewal thereof, a sum equal to 
5 per cent of the net sales conducted 
by the assignee (corporation) during 
each calendar year against the mini- 
mum guarantee of $1,000 per year.” 
Approximately $30,000 per year was 
paid to the petitioner during the years 
1951-1953, all of which was reported 


sale 


by her as capital gain, the govern- 
ment claiming those amounts as ordi- 
nary income. 

In the Coplan case, the government 
contended that there was “no sale or 
exchange” under old Section 117(a) 
(4) of the 1939 Code and old Section 
117(q), which is practically identical 
with Section 1235 of the present law. 
Held, that the assignment of the en- 
tire right and interest in and to the 
patent of Mrs. Coplan did effect a 
“sale” to her controlled corporation 
and that whereas this case did not 
fall under the favorable terms of old 
Section 117(q), that section does not 
provide nor was it “intended to pro- 
vide the exclusive method of dealing 
with the problem,” but simply offers, 
to those who qualify under it, certain 
advantages not previously enjoyed by 
taxpayers. “Upon the basis of the 
principles heretofore 
this type of case. . 


considered in 
we are not dis- 
posed to reexamine the Myers case. 
It has followed in many 
cases, and has become too firmly em- 
bedded in the law to justify reopen- 
ing the issue at this time. Nor are 
we prepared to accept the Commis- 
sioner’s argument that the transfer 
here to petitioners’ corporation was a 
sham, cf. Albert E. Crabtree, 22 TC 61, 
affirmed 21 F. 2d 807 (CCA 2). We 
are satisfied, on this record, that the 
transfer was not lacking in bona fides, 
and that there is not present here the 
combination of circumstances that led 
us to reach the result that we did in 
the Crabtree case. Cf. Roy J. Cham- 
payne, 26 TC 634.” 

The preceding quotation is repro- 
duced here to emphasize two judicial 
principles: (1) that the underlying 
case law, represented by the Myers 
case, is regarded as binding in any 
patent “sale or exchange” case fail- 
ing to qualify under the favorable 


been too 





* F.H. Philbrick, CCH Dec. 22,035, 27 TC 
346, 355. 
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* Leonard Coplan, CCH Dec. 22,574, 28 
TC 1189, 1193. 
* Cited at footnote 34. 
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terms of present Section 1235 and 
(2) that a transfer to a controlled 
corporation under these circumstances 
is by no means regarded as neces- 
sarily lacking in bona fides and 
subject, therefore, to legal rejection. 


Because these two elements reason- 
ably seem to form major impediments 
to capital gains treatment of corpo- 
rate foreign licensing proceeds, we 
shall take them up individually. 


Meyers case rule.—In Edward C. 
Myers,** petitioner Myers had _ in- 
vented a process by which rubber 
might be bonded to steel, the patent 
for which he made available to the 
B. F. Goodrich Company, as licensee, 
under the terms of an agreement 
which included the following: 

“The Licensor hereby grants to the 
Licensee an exclusive license, together 
with the right to grant sublicenses, 
to make, use and sell throughout the 
United States, its territories and pos- 
sessions, under said application and all 
letters patent now or hereafter, with- 
in the life of this agreement, owned, 
controlled, or subject to licensing by 
the Licensor upon any subject matter 
of the above-identified application, or 
any improvement thereon, and to 
employ in its manufacture thereunder 
the invention or inventions of such 
application and letters patent cover- 
ing procedure or apparatus useful in 
such manufacture, as shall be owned, 
controlled, or subject to licensing by 
the Licensor.” 

For this transfer, the petitioner 
thereafter received “a royalty of 5 per 
cent of the amount of the sales price” 
of all products sold by the licensee 
or its sublicensees in accordance with 
the invention or any improvement 
thereon. The nature of the receipts 
under this agreement, whether ordi- 
nary income or capital gain, is the 
matter in issue. The court poses this 
question: “Did the agreement with 





* CCH Dec. 14,992, 6 TC 258. 
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Goodrich amount to a sale by 
petitioner of his invention to Good- 
rich, with payments to be made an- 
nually, as petitioner contends, or was 
it a mere license to Goodrich of rights 
in petitioner’s invention for payment 
of royalties, as the Commissioner 
contends?” 

It is essential to a reliable under- 
standing of this whole problem, that 
we bear in mind that the patentee 
(Myers), licensor in the present 
agreement, did not purport actually 
to “sell” his patent to B. F. Good- 
rich Company, the licensee. Instead, 
as is indicated in the above excerpt, 
he granted “to the Licensee an ex- 
clusive license, together with the right 
to grant sublicenses, to make, use 
and sell throughout the United States 

under said application [for pat- 
ent] . and to employ in its manu- 
facture thereunder the invention or 
inventions of such application and 
letters patent ....” In other words, 
it is apparent that Myers still “owned” 
the patent, but that he had licensed 
the exclusive use of it to Goodrich. 
The argument, therefore, centers about 
the issue of whether the agreement, as 
worded, served to grant to Goodrich 
“the entire monopoly and property 
seine that he had in his invention 
’ Quoting the case a Water- 
man v. Mackenzie, 138 U. S. 252, the 
most basic of all litigations deciding 
the quantum of rights necessary to 
constitute a sale or an assignment of 
a patent (these terms being synony- 
mous in this field), the Tax Court 
held as follows: 

“Whether a transfer of a particular 
right or interest under a patent is an 
assignment or a license does not de- 
pend upon the name by which it calls 
itself, but upon the legal effect of its 
provisions. For instance, a grant of 
an exclusive right to make, use and 
vend two patented machines within 
a certain district is an assignment, 
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and gives the grantee the right to 
sue in his own name for an infringe- 
ment within the district, because the 
right, although limited to making, 
using and vending two machines, ex- 
cludes all other persons, even the 
patentee, from making, using or vend- 
ing like machines within the district. 
Wilson v. Rousseau, 45 U. S. 4 How. 
646, 686. On the other hand, the 
grant of an exclusive right under the 
patent within a certain district, which 
does not include the right to make, 
and the right to use, and the right 
to sell, is not a grant of a title in 
the whole patent right within the dis- 
trict, and is therefore only a license. 
Such, for instance, is the grant of 
‘the full and exclusive right to make 
and vend’ within a certain district, 
reserving to the grantor the right to 
make within the district, to be sold 
outside of it... . So is a grant of 
‘the exclusive right to make and use,’ 
but not to sell, patented machines 
within a certain district. Michell v. 
Hawley, 83 U. S. 16 Wall. 544. So is 
an instrument granting ‘the sole right 
and privilege of manufacturing and 
selling’ patented articles, and not 
expressly authorizing their use, be- 
cause, though this might carry by 
implication the right to use articles 
made under the patent by the licensee, 
it certainly would not authorize him 
to use such articles made by others. 
Hayward v. Andrews, 106 U. S. 672. 
See also Oliver v. Rumford Chemical 
Works, 109 U. S. 75.” 

In other words, by favorably citing 
the above quotation, the Tax Court 
held that it is legally possible for a 
patentee to “license” the exclusive 
right to make, use and vend products 
under his patent and, thereby, to 
effect a “sale,” although legally the 
patentee continues to remain the sole 
“owner” of the patent. The fact is 
that the licensee derives from the 

™ Merck & Co., Inc. v. Smith, cited at foot- 


note 29. “Legal title alone, without bene- 
ficial ownership . is without value.” 
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agreement the entire monopoly and 
all of the property rights granted by 
law in the original award of the pat- 
ent. The Tax Court observed that 
in the Waterman case the Supreme 
Court held that an agreement by 
which the owner of a patent grants 
to another person “the sole and ex- 
clusive right and license to manufac- 
ture and sell,” without simultaneously 
conveying the right to “use,” does 
not amount to an assignment; the 
absence of the right of “use” specifi- 
cally caused the agreement to fall 
short of being a sale and caused it 
instead to become, as the Supreme 
Court said, “a mere license.” The 
court then held that the agreement 
in the Myers case give Goodrich “an 
exclusive license to make, use and 
sell throughout the United States,” 
and as such was sufficient to effect a 
sale. In both this and other patent- 
tax cases, the word “assignment” is 
often used interchangeably with the 
word “sale” in ascertaining whether, 
under the Code, a “sale or exchange” 
has in fact taken place: 

“A patent, being an intangible as- 
set, cannot technically be ‘sold,’ but 
is more properly the subject of an 
assignment. Hence, in non-tax pat- 
ent cases, the distinction to be drawn 
has been between an assignment and 
a license. But the capital gains sec- 
tions of the Code permit ‘sales’ of 
both tangible and intangible assets. 
Nevertheless, in tax cases courts con- 
tinue to talk the language of assign- 
ment when dealing with transfers of 
patent rights. The consequence of 
this practice is that a transfer of all 
of the substantial rights in a patent 
is deemed an assignment and quali- 
fies the transferor for capital gains 
treatment. A transfer of anything 
less is called a license with a result- 
ant assessment of the tax at ordinary 
income rates.” ‘ 

Parke, Davis & Company, CCH Dec. 8748, 
31 BTA 427. 
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There are two further lessons of 
value from the Myers case: 

First, the fact that payments were 
made contingent upon the use or pro- 
ductivity of the patent over the forth- 
coming years was held to be a matter 
immaterial. Annual payments made 
over the life of the patent were re- 
garded as capital gains income when- 
ever received. The proposition that 
payments for the transfer of patent 
rights need not be in the form of a 
lump sum in order to constitute capt- 
tal gain has been repeatedly affirmed. 
Payments clearly may take the form 
of a percentage of sales or profits, or 
amount per unit manufactured or 
or any combination of the 
foregoing.*® 


sold, 


Second, the fact that the Myers’ 
contract termed the parties “licen- 
sor’ and “licensee” no conse- 
quence. In other words, the fact that 
theirs was termed a “license agree- 
ment” did not control the legal nature 
of the agreement and in fact was in- 
effective to prevent the judicial de- 
cision of sale. “The transaction suffices 
as a sale or exchange if it appears 
from the agreement and surrounding 
circumstances that the parties intended 
that the patentee surrender all of his 
rights in and to the invention through- 
out the United States or some part 
thereof, and that, irrespective of im- 
perfection in draftsmanship or the 
peculiar words used, such surrender 
did occur.” **° This rule applies even 
though the parties specifically declare 
that only a license, and not a sale, is 
effected.*° 


is of 


From the foregoing it follows, with- 
out difficulty, that the actual “sale” 
of a patent, by that name or by what 
is more usually called “assignment” 
—by which, for a consideration, all 
of the total rights of one possessor of 
a patent are transferred to another, 
irrevocably and forever—falls squarely 
under the meaning and intendment 
of the word “sales” as that word is 
used in Code Section 1231(a). Pro- 
ceeds under such circumstances will, 
of course, constitute capital gain 
whether received in a lump sum or 
spread out over the life of the patent.” 


Meaning of “substantial rights to 
patent”.—We may now take as an 
established principle of law the lawful 
prerogative of the patent owner, 
whether individual or corporate, to 
either “license” all of the “substantial 
rights” inherent in the foreign or 
domestic patent or actually “sell” the 
patent. Both acts are regarded as 
“sales or exchanges” under our tax 
law, proceeds from which give rise to 
capital gains income. We may prop- 
erly regard as pertinent at this point 
the question: How many rights may 
a patentee retain in his “license agree- 
ment” (denominated an “exclusive 
license” rather than a “sale’’) with- 
out sacrificing capital gains benefits? ** 
According to the regulations, rights 
which are not considered “substan- 
tial” for purposes of Section 1235 may 
be retained by the transferor or holder. 
Such rights are there said to include 
(1) the retention by the transferor of 
legal title for the purpose of securing 


performance or payment by the trans- 





* For example, Kenyon v. Automatic In- 
strument Company, 160 F. 2d 878; Halsey W. 
Taylor, CCH Dec. 18,125, 16 TC 376; Carl 
G. Dreymamn, cited at footnote 24; Vincent 
A. Marco, CCH Dec. 21,388, 25 TC 544. 

__." Rose Marie Reid, cited at footnote 10, at 
p. 632; Watson v. U. S., 55-1 ustc J 9455, 
222 F. 2d 689; Commissioner v. Celanese 
Corporation, 44-1 ustc J 9147, 140 F. 2d 339. 

” Pike v. U. S., 51-2 ustc 9 9452, 101 F. 

Supp. 100. 


222 March, 


“Sale of the total ownership of a patent 


was found to have been intended and 
effected in Franklin S. Speicher, CCH Dec. 
22,519, 28 TC 938. See also Halsey W. 
Taylor, cited at footnote 38, at pp. 382-384. 
“A thoroughly interesting and valuable 
contribution appeared in the November, 
1958 issue of TAXEs on this general subject. 
See Ernest R. Mortenson, “Patent Royalties 
—Capital Gain or Ordinary Income.” 
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feree in a transaction involving the 
transfer of an exclusive license to 
manufacture, use and sell for the life 
of the patent and (2) the retention by 
the transferor of a security interest 
or a reservation in the nature of a 
condition subsequent (such as a pro- 
vision for forfeiture on account of 
nonperformance by the transferee). 
The regulations also note that cer- 
tain rights are “substantial” ones which 
may not be reserved: (1) the retention 
by the transferor of an absolute right 
to prohibit sublicensing or subassign- 
ment by the transferee,** (2) the 
failure to convey to the transferee the 
right to use or to sell the property 
and (3) the retention of a right to 
terminate the transfer at will. 

In other words, the owner of a 
patent cannot reserve to himself any 
one or more of the last numbered 
rights whereas the former two may 
lawfully be retained and still allow 
the transferor to receive capital gains 
income over the life of the license. 


The right of the patentee has been 
recognized to grant an exclusive li- 
cense in a specific geographical area 
only ** (reserving other areas) or to 
limit it to a specific industry * or to 
a specific line of products (for ex- 
ample, toothbrushes).*® It is clear 
from the regulations as well as the 
cases that while a licensor may re- 
serve the right to terminate the agree- 
ment “as a condition subsequent,” 
upon the failure of the licensee to 
reach stipulated levels of production 
or for other nonperformance,*’ he may 
not retain the right to terminate upon 
the happening of a future event over 
which he has control, as, for example, 


“at any time following six months’ 
notice to the assignee.” *® 


It is well to review these abstract 
legal propositions in the light of the 
specific problem of the American cor- 
poration desiring to make its patents 
available either to an unrelated entity 
or to an affiliate in a foreign country. 
If the United States company sells 
(assigns) outright its patent to the 
foreign entity, it is lawfully entitled 
to capital gains treatment of income 
received therefrom, albeit such income 
will be spread out over the life of 
the patent and be contingent upon the 
productivity and use thereof in the 
foreign country. However, because 
of the vagaries of international busi- 
ness, and the instability of many 
foreign countries relative to our own, 
it is frequently regarded as prudent 
not to convey the whole right, title 
and interest in and to the patent to 
the foreign transferee, but rather 
simply to license the exclusive use 
thereof to the foreign company re- 
serving in the grantor or licensor 
only such rights as are regarded as 
“insubstantial” under all of the perti- 
nent cases and regulations referred 
to above. In this way, the exclusive 
license will create the same tax-law 
effect as a sale and the proceeds there- 
from will be capital gains and yet the 
right of reverter for acts of force 
majeure or nonperformance will persist. 


Related Corporation: Effect 
upon Patent Transfers 

In Sheen v. U. S.,*° a decedent had 
transferred to a corporation, by means 
of an exclusive license agreement, his 
interest in certain patents. The court 





“The cases do not wholly support this 
Treasury assertion. See, for example, Merck 


& Company, Inc. v. Smith, cited at foot- 
note 29. 

“Vincent A. Marco, cited at footnote 38. 

* Eben H. Carruthers, 55-1 ustc J 9223, 219 
F, 2d 21. 

* First National Bank of Princeton v. U. S., 


cited at footnote 21. 
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“ Merck & Company, Inc. v. Smith, cited 
at footnote 29; Golconda Corporation, CCH 
Dec. 22,708, 29 TC 506; Carroll Pressure 
Roller Corporation, CCH Dec. 22,594, 28 
TC 1288. 

“ Arthur M. Young, CCH Dec. 22,844, 29 
TC 850. 

* 58-2 ustc J 9735, 164 F. Supp. 543. 





reflected as being “in accord with the 
great weight of authority,” that such 
a transaction is normally regarded as 
“a sale of the patent to the licensee” 
and that “payments received under it 
are to be treated as capital gains and 
not as ordinary income.” However, 
the court notes particularly: “At the 
time of the exclusive license agree- 
ment, the . . . [decedent] controlled 
the . . . [licensee corporation] through 
two-thirds ownership of its common 
and preferred stock.” The specific 
issue is thus raised of whether the 
ownership of controlling interest in a 
transferee corporation prevents the 
transaction between the licensor and 
the licensee from being considered a 
“sale.” It was held: 

“The Tax Court has considered 
similar situations many times and has 
uniformly held that a_ controlling 
stockholder may assign or license his 
patents to the corporation which he 
controls and that, if such transaction 
is entered into in good faith, it is a 
sale to the corporation and the in- 
come received by the licensor is en- 
titled to capital gains treatment. 
Leonard Coplan, 28 T. C. 1189; Roy J. 
Champayne, 26 T. C. 634; Thornton 
G. Graham, 26 T. C. 730; Halsey W. 
Taylor, 16 T. C. 376. This consistent 
view taken by the Tax Court is en- 
titled to great weight and should be 
followed unless this court is con- 
vinced that it is clearly wrong. I am 
not so convinced...” 


A comparable situation existed in 
Magee-Hale Park-O-Meter Company.*° 
There four individuals organized the 


petitioner corporation in 1945. Fol- 
lowing incorporation, they transferred 
to the corporation all of the substan- 
tial rights to certain parking-meter 
patents, in return for which they re- 
ceived the corporation’s commitment 
to pay them $4 for each meter manu- 
factured under said patents. The 


"CCH Dec. 21,616(M), 15 TCM 254 
(1956). 
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Commissioner argued that payments 
to the individuals constituted divi- 
dends; that the arrangement for the 
payments was not an arm’s-length 
transaction nor bona fide, but was 
entered into to avoid Federal income 
taxes; that therefore the whole trans- 
action’should be disregarded and the 
claimed business expense deductions 
based on “royalties” disallowed. 


The court held that the fact that 
the petitioner corporation entered into 
the royalty arrangement with its own 
shareholders did not of itself con- 
demn the transaction or mean that it 
was a sham. “We cannot disregard 
the independent personality of peti- 
tioner as a legally recognized entity 
separate from its shareholders simply 
because it has business dealings with 
its own controlling shareholders. We 
repeat what was said in Stearns Mag- 
netic Manufacturing Company v. Com- 
missioner, 54-1 ustc J 9153, 208 F. 2d 
849, at page 852: 


“An agreement between a corpo- 
ration and its sole stockholders is 
valid and enforceable, if the arrange- 
ment is fair and reasonable, judged 
by the standards of the transaction 
entered into by parties dealing at 
arm’s length. This is recognized by 
the Bureau of Internal Revenue in 
official rulings, O. D. 440 C. B. June, 
1930, p. 215, by the Tax Court, Webb 
Press Co., Ltd., [CCH Dec. 1096] 
3 BTA 247, and by the courts of re- 
view. Commissioner v. Thomas Flexi- 
ble Coupling Co., [52-2 ustc { 9422] 
198 F. 2d 350; A. & A. Tool & Supply 
Co. v. Commissioner, [50-1 ustc J 9309] 
182 F. 2d 300; J. H. Robinson Truck 
Lines v. Commissioner, [50-2 vustc 
{ 9413] 183 F.2d 739... 


“One measure of the reasonable- 
ness of the royalty payments made 
by Magee-Hale is what the Canadian 
and British manufacturers were will- 
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ing to pay for the exclusive rights to 
manufacture Park-O-Meters in their 
countries. McCown, the Canadian 
manufacturer, paid $4.00 a meter, and 
Venner, Ltd., the British company, 
paid 8% of their net sales which 
amounted to more than $4.00 a meter. 
Using these transactions as a meas- 
ure of reasonableness, the payments 
made by Magee-Hale to its controlling 
shareholders were not out of line. 

It does not necessarily follow 
that to meet the test of reasonable- 
ness the royalties paid by Magee- 
Hale should have been less than those 
paid by the British and Canadian 
manufacturers. Assuming that 
the rights transferred by Magee-Hale 
(to the British and Canadian manu- 
facturers) were more valuable than 
those it received from Hale, the use- 
fulness of the comparison is not de- 
stroyed; nor does this mean that the 
original royalty was unreasonable. To 
be ‘reasonable’ the original royalty 
payments need not have been the 
same or in strict relationship with 


payments in comparable agreements. 
Reasonableness, in our view, implies 
some variance and an allowable lati- 


tude. So long as the payments in 
question are within a sufficiently close 
range of those in comparable arm’s- 
length transactions, they meet the 
broad test of reasonableness. 


“For the above reasons we feel that 
Magee-Hale received good value for 
the royalties paid to its controlling 
shareholders, and therefore that there 
is no basis for upsetting the royalty 
agreement on the ground that it was 
a sham or was not made in good 
faith.” 

The identical issue was advanced 
in Roy J. Champayne,*’, in which pe- 
titioner Champayne granted an ex- 
clusive license to manufacture, sell 
and use portable sanders covered by 
certain patents which he owned, to 


* CCH Dec. 21,807, 26 TC 634. 
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a corporation also owned by him. 
Findings of fact indicated that Cham- 
payne had never solicited the sale or 
licensing of his inventions previously, 
that he was not in the business of 
making inventions, that a reasonable 
rate of payment for the rights trans- 
ferred to the corporation was 5% of 
the net selling price during the life 
of the patent. 


The court observed that the rela- 
tionship of the owner of the patent 
to the corporate licensee “requires 
close scrutiny of the agreements and 
the circumstances under which they 
were made. In deciding this question 
both the bona fides of the transactions 
and the reasonableness of the amounts 
of the payments to Champayne under 
the agreements require consideration. 
Cf. Granberg Equipment, Inc., CCH 
Dec. 16,646, 11 TC 704; Differential 
Steel Car Company, CCH Dec. 18,131, 
16 TC 413. 


“It is recognized that in a situation 
such as the one before us, where the 
principal stockholder of a corporation 
also owns the patent and receives pay- 
ments out of the sales of the patented 
article, it is possible for a transaction 
involving. such payments to give rise 
to suspicion. But, as has been said 
before, tax issues cannot be decided 
on suspicion; they must be decided 
on the facts of each particular case, 
taking into account the burden of 
proof, if any, which may be upon the 
taxpayer or upon the respondent, as 
the case may be. The findings which 
have been made dispose of this ques- 
tion. Upon the entire record, we would 
not be justified in disregarding the 
separate entity of the corporation, 
which is legally recognized as dis- 
tinct from the individuals who are 
the stockholders, simply because Cham- 
payne was dealing with a corporation 
in which he and his wife, or he alone, 
owned the controlling shareholdings. 
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‘An agreement between a corporation 
and its sole stockholders is valid and 
enforceable, if the arrangement is fair 
and reasonable, judged by the stand- 
ards of a transaction entered into 
by parties dealing at arm’s length.’ 
Stearns Magnetic Mfg. Co. v. Commis- 
sioner, 208 F. 2d 849, 852. Further- 
more, it was entirely permissible for 
Champayne to grant to a corporation 
which was equipped to manufacture 
the items, either exclusive licenses 
or mere licenses, provided the trans- 
actions were bona fide. Such trans- 
actions are common in business and 
commercial practice. We are satis- 
fied the ‘agreements with National 
(the corporation) had a_ business 
purpose. Both of the patented tools 
were valuable; Champayne had the 
right to transfer the patents to the 
manufacturing and selling corpora- 
tion if he desired to do so, and he 
did. We are satisfied that the 
graduated rates, up to 5%, did not 
constitute a device for distributing 
earnings of National to Champayne 
in the guise of ‘royalties’.” 

The court then examined a rate of 
20 per cent paid by the corporation 
to Champayne for another patent and 
held that only 5 per cent was the 
maximum rate properly chargeable, 
but that the adoption of the rate of 
20 per cent, rather than 5 per cent, 
was not sufficient reason for conclud- 
ing that the agreement in question 
was not an arm’s-length, bona fide 
agreement. The Treasury has acqui- 
esced in this decision.” 

From the cases just referred to, 
we may discern several rules of tax 
law which have direct application to 
this field between 
corporations, regardless of whether 
the corporate parties be owned by 
the same interests, or whether one 
corporation is partially or wholly held 
Whether foreign or 


transactions in 


by the other. 


domestic, one corporation may sell 
to an affiliated corporation a foreign 
patent and be entitled thereby to 
receive annual payments in the form 
of capital gains income, so long as the 
terms of the agreement are roughly 
consistent with licensing terms gener- 
ally prevalent in the world industry 
at the time of the execution of the 
agreement: We assume that the en- 
tities involved are engaged in a bona 
fide commercial business, and that 
they pursue the transaction out of 
purposes motivated in some substan- 
tial part by business considerations. 


Today, a large number of foreign 
subsidiary corporations have been 
formed by American parent compa- 
nies as vehicles through which to 
carry on foreign operations. Many 
of these corporations have achieved 
significant activities in foreign coun- 
tries and have contributed in strong 
measure to the struggle to revive our 
diminishing export trade. It has been 
suggested that the transfer of foreign 
patents to such an intermediate sub- 
sidiary charged with the responsibility 
for conducting all of the foreign oper- 
ations of the American corporate group, 
might form a part in the deployment 
of these patents. The suggestion has 
one particular merit, namely that by 
a single transfer of all foreign patents 
to such a subsidiary, there would be 
avoided the probable contention that 
repeated independent licenses by the 
parent company in various foreign 
countries characterize the foreign pat- 
ents as property held primarily for 
sale to customers in the ordinary 
course of trade or business. As the 
frequency of transactions has been 
held to be one gauge of the character 
of property thus held, a single convey- 
ance would of course be preferable. 
So long as the licensee or vendee cor- 
poration is engaged in the bona fide 





*® Rev. Rul. 58.353, 1958-2 CB 409. 
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interjection of such a company as 
licensee, with it to sublicense sub- 
subsidiaries, seems entirely proper. 
Particularly is such disposition indi- 
cated in those situations in which it 
is desirable that patents be trans- 
ferred to a foreign holding company, 
but a tax-free exchange is not possi- 
ble by virtue of Section 367. Under 
these circumstances the American 
parent corporation would grant an 
exclusive license covering all foreign 
patents and improvements thereon, 
to the intermediate holding company 
for an annual percentage consider- 
ation to be determined on the basis 
of the use either by such subsidiary 
directly or through its foreign sub- 
licensing uncontrolled by the licensor. 
The American corporation’s returns 
would be capital gains, the total tax 
apportioned over the remaining life 
of the patents. 


Licensing Proceeds— 
When Taxable? 


Our law requires that the vendor 
of property report as gain, the “amount 
realized” from the sale less only the 
adjusted basis of the property. If 
an American corporation by contract 
licenses the exclusive use of foreign 
patents having a zero basis, to a 
powerful foreign corporate licensee 
for a minimum of $10,000 payable in 
annual instalments, or a maximum 
return geared to the future produc- 
tivity of the patents, when is the 
United States tax thereon payable? 
The question should be answered 
realizing that it is the law, for ex- 





* Code Sec. 1001(a). 
* Appeal of S. B. Churchill, CCH Dec. 71, 
1 BTA 168. See also Sallie M. Wortham, 
CCH Dec. 1388, 3 BTA 1307, and Louis R. 
Lackey, CCH Dec. 3492, 10 BTA 497, the 
principles of which are still very much alive. 


™ Code Sec. 453(a) and (b)(1) and (2). 


* Judge Frank, in Cory v. Commissioner, 
56-1 ustc § 9361, 230 F. 2d 941 (CA-2), 
holds that the transfer of anything less 
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ample, that if personalty is sold for 
$15,000, for which cash is received of 
$8,500 and serial notes for $100 each 
maturing monthly for five-and-one- 
half years, the whole gain is taxable 
in the year of sale.™ 


A first reaction to this question 
suggests that an instalment sale has 
been concluded, being a “casual sale” 
of personal property for more than 
$1,000; in the present year “the pay- 
ments do not exceed 30 per cent of 
the selling price.’*® This answer pre- 
supposes that the contractual $10,000 
minimum commitment of the solvent 
licensee, obtained in the present year, 
is not an “amount realized” under 
Code Section 1001.%° 

Under the rules summarized in 
exegesis in C. W. Titus, Inc.,*" “the 
Revenue Act of 1921 and all subse- 
quent revenue acts” have recognized 
sales (such as the one in our hypo- 
thetical case) made on a “deferred 
payment plan” which do not rest 
upon the instalment basis. In other 
words, “a taxpayer which keeps its 
books generally upon the accrual basis 
has the right to report and have its 
income computed upon the basis of 
the deferred payment plan not on the 
instalment basis as provided in the 
Regulations.” In that case, as here, 
“the only real question is whether the 
deferred payments had a fair market 
value.” In both instances, “the only 
instrument in writing evidencing the 
fact that future payments were to be 
made was the executory or prelimi- 
nary contract.” On the nonrecogniz- 
able value of this written covenant, 





than all of the tights to a copyright cannot 
be a “sale” if the payments to the trans- 
feror are indeterminate and dependent wholly 
upon sales. Cf. Hopkinson v. Commissioner, 
42-1 ustc { 9330, 126 F. 2d 406, distinguished 
in that opinion, and Richard W. TeLinde, 
CCH Dec. 18,910, 18 TC 91. 

*CCH Dec. 9205, 33 BTA 928, citing 
many precedents which bear upon the points 
raised in this section. 
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the court cites, inter alia, Charles C. 
Ruprecht,®** which found that the con- 
tract of the Standard Oil Company 
to pay in the future, “was nothing 
more than a mere noninterest bear- 
ing account receivable.” Thus, “where 
no notes, bonds, or evidences of in- 
debtedness other than the contract 
were given, such contract had no fair 
market value, and... the amounts 
of the deferred payments should be 
included in income when received.” 
Under the authority of these cases, 
the foreign licensing proceeds are sub- 
ject to capital gains tax here in the 
year in which received. They need 
not form part of an installment sales 
transaction. 


Application 

to Existing License Agreements 
The legal effect of an agreement 

which “licenses” to another the effec- 


tive use of “all of the substantial 


rights” to a patent for its life, is the 
same as an agreement which in fact 


sells or assigns all rights to it, in- 
cluding the legal and beneficial title. 
This suggests that income from ex- 
isting corporate license agreements, 
foreign or domestic, at all times previ- 
ously regarded here as “ordinary in- 
come,” may profitably be reexamined 
to ascertain whether it is, and has all 
along in law been, capital gains. If it 
is, a claim for refund may be indi- 
cated. The answer lies in an exami- 
nation of the agreement itself, and of 
the acts of the parties. In this section 
we shall examine one such factual 
situation: In it, a refund of $325,000 
was successfully claimed by a large 
American pharmaceutical house. 

In Merck & Company, Inc. v. Smith,*® 
two employees of Sharp & Dohme 
in 1939 invented and reduced to prac- 

*CCH Dec. 5236, 16 BTA 919. The 
contractual obligation of the Sinclair Oil 
Company, “a solvent corporation,” to pay 
in the future was held not to have a “fair 


market value” in Moore v. Commissioner, 
2 ustc J 690, 48 F. 2d 526. Bedell v. Com- 
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tice certain chemicals colloquially called 
“sulfa drugs.” These employees as- 
signed their application for patent to 
their employer in accordance with a 
previously made agreement. Later, a 
generic patent issued, the exclusive 
right to one of the species of which 
Sharp & Dohme granted to the Ameri- 
can Cyanimid Company by an “ex- 
clusive license.” Merck & Company, 
Inc. is successor by merger to Sharp 
& Dohme. 

The court characterized this typical 
situation in these words: “Evidently, 
the taxpayer’s initial opinion was that 
for the two years in question (1947 
and 1948), the receipts from the 
transaction here involved bore the 
ordinary income rate. Later, being 
advised differently, it sued to recover 
the overpayment.” The issue is simply 
whether the income from the license 
agreement constitutes capital gains. 
In its decision, the court held that 
whether a transfer of patent rights is 
an “assignment” or a “mere license” 
is one which has been adjudicated 
many times. Certain propositions are 
clear: 

(1) The fact that the parties call 
an agreement a license and refer to 
themselves as licensor and licensee, 
and to the payments as royalties, 
while relevant, is not controlling, and 
frequently it appears to have been 
given very little weight by the courts. 

(2) The agreement must be con- 
strued according to what it does 
rather than what it says, and if it 
operates to transfer the grantor’s en- 
tire title and interest in the patent, 
it will be held to be an assignment. 
The right to make, use and sell the 
invention and to exclude others from 
so doing, make up substantially the 
total of what the patentee has, and, 
missioner, 1 ustc J 359, 30 F. 2d 622, holds 
that “it is absurd to speak of a promise to 
pay a sum in the future as having a ‘mar- 
ket value,’ fair or unfair.” 

* Cited at footnote 29. 
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hence, the grant of an exclusive li- 
cense (including the right to exclude 
the grantor itself) has generally been 
held to be an assignment or sale 
unless a contrary intention appears. 

(3) Contrary intention is not to be 
deduced from the reservation to the 
grantor of a right of termination in 
the event of breach or insolvency. 

(4) A provision that the agreement 
may not be assigned by either party 
without the consent of the other does 
not destroy its character as an assign- 
ment. 

(5) A patent may be divided on a 
geographical basis and a part limited 
to a geographical area validly assigned. 

(6) An exclusive license to make, 
use and sell under an undivided por- 
tion of a patent can be a valid assign- 
ment; so can an assignment limited 
to one industry. 

The United States Court of Ap- 
peals for the Third Circuit in Novem- 
ber, 1958, affirmed the finding of an 
eastern District Court, that the “license 
agreement” in question effected the 
“sale” of a capital asset, and that all 
proceeds were capital gains. Addi- 
tionally, the argument was squarely 
rejected that qualified treatment of a 
United States patent influences a de- 
termination of the rights and equities 
in and to foreign patents. “The rights 


and duties of the parties with respect 
to monopolies that may be acquired 
in foreign countries do nothing to 
detract from or add to the grant with 
respect to the United States patent.” 
Each country’s patent is whole and 
separate, the disposition, in whole or 
in part, of one does not “split off 
rights” granted by or left in another 
jurisdiction. 


Tax Status of Know-How 


As a practical matter, the transfer 
to foreigners of our industrial know- 
how, far exceeds in scope and financial 
importance that of our other non- 
inventoriable commercial property, in- 
cluding patents. This section, therefore, 
must rank first in point of utility, if 
not in order or length. To deal with 
know-how is essentially to deal with 
a commodity coming only into vogue 
following the World War II, one 
which has but recently commenced 
its judicial evolution. We necessarily 
approach it, therefore, alert for familiar 
signs and leaning on those articulate 
principles already discussed. 

It is not incorrect to say, that what 
has been previously here said of patents, 
is generally true also of know-how. 
But a patent is a franchise, granted by 
a sovereign authority,” having a life 
limited temporarily and geographically. 








” In Golconda Corporation, cited above, an 


Illinois corporation possessing American 
and Canadian patents, granted an “exclu- 
sive license” to the Canadian patents to a 
Canadian corporation from which it re- 
ceived annual payments based upon the net 
sales of the Canadian As the 
grantor company conveyed “all of the sub- 
stantial rights” inherent in the Canadian 
patent, and retained only the right to cancel 
the agreement upon failure of performance 
by the licensee, the transaction constituted 
a “sale or exchange” under our law, 
and gave rise to capital gains rather than 
ordinary income. An interesting point is 
raised by the Treasury in this case which 
does not appear elsewhere: It argued that 
as the agreement of the parties provided 
that it should be interpreted and governed 


licensee. 
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by the laws of Canada, and since the IIli- 
nois corporation, taxpayer, offered no evi- 
dence as to such laws, the Tax Court should 
hold for the Commissioner. Held, that the 
parties “could not contract away the effect 
of the revenue laws of the United States.” 
No reason was apparent “why the laws of 
Canada are at all material in deciding the 
tax question involved in this case. While 
it is true that the national courts follow 
the local decisions respecting the nature of 
property interests, and legality of a contract 
is determined by the laws of the place 
where it is made, we have neither of those 
questions before us. Cf. Burnet v. Harmel, 
[3 ustc J 990] 287 U. S. 103.” 

* Aircraft Mechanics, Inc., 
23,163, 30 TC 1227. 


CCH Dec. 





Know-how is more versatile: It may 
consist of an idea or be a physical act ; 
it may be tangible or intangible per- 
sonal property, or a common law right 
of action. The cases say that a patent 
“cannot technically be ‘sold,’ but is 
more properly the subject of an as- 
signment,” while most of the elements 
of know-how can, technically, be “sold” 
rather than assigned. Patents depre- 
ciate by definition; know-how does 
not. In any event, let us think first 
of know-how as classified industrial 
knowledge, not patentable, ideas and 
information solely within the ken of 
the owners of an industrial business. 
To earn capital gains and not ordi- 
nary income, this “knowledge or idea” 
know-how must be property; that 
property must be a ‘capital asset’; 
that capital asset must be ‘sold or 
exchanged.’ © 


Knowledge or idea know-how. 
The similarity in tax treatment be- 
tween idea or knowledge know-how, 
and patents, derives from an examina- 
tion of the basic concept of the grant 
of patent. In Samuel Diescher,®* it 
was held that an inventor’s property 
right in his invention does not arrive 
upon his securing a patent, nor upon 
his applying for one. Instead, that 
right exists at the time of his original 
reduction of an invention to actual 
practice, at a time when, by drawings 
made, signed and exhibited to them, 
persons skilled in the art of manu- 
facture might be enabled to create 
and place into living form the object 
of the invention. In this case the 
court found that “petitioners had a 
property right in each of the inven- 
tions which they had reduced to 
practice. These rights represented 
something of exchangeable value which 
the partnership possessed since it was 





“This syllogistic 
stantive theme of 
above. 


sequence is the sub- 
“Tax Status of Patents,” 
Note that “know-how” is not ‘“sub- 
ject to the allowance for depreciation pro- 
vided in Section 167” (from 1231 
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Section 


The sample results for 1948 indicate 
that, if every one of the 52 million 
returns filed in that year had been 
examined by field agents, over 38 
million would have been found to be 
correct or to involve errors in tax 
liability of less than $2. The re- 
maining 14 million returns would 
have been cases with tax errors 

of $2 or more.—Joseph A. Pechman 


able to exchange them for a valuable 
consideration. . . . So we conclude 
that these particular patents and in- 
ventions perfected and demonstrated 
more than two years prior to Sep- 
tember 28, 1932, constituted property 
owned by the partnership for more 
than two years.” The court holds 
that the parties enjoyed a property 
right in their ideas upon their dis- 
covery and development, and long 
before the actual application for 
patent. Such reasoning is consistent 
with Franklin S. Speicher,®* where the 
holding period of a patented inven- 
tion is declared to commence “when 
the invention is completely conceived 
and drawings made sufficient to make 
its manufacture possible and _ not 
when a patent is issued.” 


It is clear from these cases that 
the grant of patent is not a declara- 
tion of substantive law with respect 
either to an idea, or to the rights in 
it enjoyed by the inventor since its 
original discovery and “reduction to 
practice”. The grant of patent allows 
the patentee only one additional right 
not previously enjoyed, namely the 
monopoly right sanctioned by law to 
exclude others from the use and sale 
of the invention for 17 years. The 
distinction, therefore, between the in- 
vention which is patented, and the 
knowledge or idea which is not patented, 





(b)(1)); consequently, Sec. 1231 does not 
enter into this inquiry. 

“ Cited at footnote 7. 

“CCH Dec. 22,519, 28 TC 938, 945. 
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is essentially the inability of the pos- 
sessor of the mere idea to exclude 
others from its use, once it is made 
known.® 

In George S. Mepham, a manufac- 
turer of dry color pigments developed, 
in an attempt to suppress the emis- 
sion of sulphuric fumes, a_ secret 
process, never patented, which finally 
eliminated these and permitted him to 
carry on manufacturing while his 
competitors were in constant difficul- 
ties. This secret process (knowledge 
or idea know-how) was unknown to 
the trade and to the public at the time 
of the sale of his business. On these 
facts, the Board of Tax Appeals 
recognized the right of property in 
such industrial knowledge: 

“The testimony clearly establishes 
the fact that the taxpayer, in dispos- 
ing of his business, sold not only the 
tangible property used in the busi- 
ness, but also the goodwill and other 
intangible assets, including the secret 
process heretofore mentioned. “4 
The Treasury has often recognized 
the “property” nature of this species 
of knowledge in its own rulings; for 
example, the Regulations provide 
that the term “royalties” include 
“amounts received for the privileges 
of using patents, copyrights, secret 
processes and formulas, good will, 
trade marks, trade brands, franchises, 
and other like property.” (Italics sup- 
plied.) * 

It is unnecessary to determine here, 
if it is possible to generalize at all, 
whether knowledge or idea know- 
how is what some refer to as intangible 


°In White-Smith Music Company v. Ap- 
pollo Company, 209 U. S. 1, 18, 19, Justice 
Holmes said: “The notion of property 
starts, I suppose, from confirmed possession 
of a tangible object and consists in the 
right to exclude others from interference 
with the more or less free doing with it as 
one wills. But in copyright property has 
reached a more abstract expression. The 
right to exclude is not directed to an object 
in possession or owned, but is in vacuo, so 
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property, or more properly “personal 
property” in its material embodiment 
in such tangible form, as a blueprint, 
for example. The fact is, that it is 
usually within the power of the tax- 
payer to make of such know-how, 
“personal property” by placing it in- 
to some type of physical form: As 
such, the legal peculiarities of “in- 
tangible property” are probably avoided, 
and the personal acts of describing, 
demonstrating and teaching are not 
invoked to vitiate the pure quality of 
the “property” nature of this species 
of asset. 

Knowledge or idea know-how, then, 
placed in corporeal form as drawings, 
lists, specifications, bills of material, 
blueprints, and other industrial docu- 
mentation, will in the ordinary case 
constitute “property” as that term is 
used in Section 1001 (a) ; further, it is 
apparent that such property falls within 
the definition of a “capital asset” pro- 
vided in Section 1221 because it is 
“held by the taxpayer” and is not 
normally “stock in trade” or “prop- 
erly . included in . inventory.” 
Above we have examined the restricted 
legal boundaries of the phrase—im- 
portant in this context, as a capital 
asset must also avoid this proscrip- 
tion—‘held by the taxpayer primarily 
for sale to customers in the ordinary 
course of .. . business”. What was 
said in this regard about patents, has 
unmitigated application to know- 
how.® 


An agreement drawn between an 
American company and a foreign 
party may under all these authorities 


to speak. It restrains the spontaneity of 
men where but for it there would be noth- 
ing of any kind to render their doing as 
they saw fit.” 

* CCH Dec. 1189, 3 BTA 549. 

* Sec. 39.502-1(c) of Regulations 118. 
These regulations were by T. D. 6091, 
1954-2 CB 47, made applicable to the 1954 
Code. 


* See discussion in text above. 





provide for the realistic “sale” of 
stipulated personal property of an in- 
dustrial nature, and the agreement 
itself may constitute a “bill of sale.” 
The fact that an initial lump sum, and 
annual payments thereafter based on 
the productivity or use of such prop- 
erty, comprise the terms of payment 
of a realistic purchase price, will not 
detract from the legal fact of the 
“sale” of what is a capital asset; the 
combination of lump sum and annual 
payments produces income taxable 
only as capital gain. 


Personal services.—The rendition 
of technical services produces ordi- 
nary income, without the slightest 
doubt. But the legal concept of “serv- 
ices” might accurately be said to be 
restricted to embrace only those per- 
sonal services falling within “the usual 
concept of the term.” © Appreciation 
of this proposition is expressed in a 
recent revenue ruling which decides 
the nature of payments made by a 
United States company to a non- 
resident foreign corporation for knowl- 
edge of certain industrial techniques 
and methods in the field of recovery 
and purification of chemicals, know- 
how which a domestic corporation 
wished to commercially apply in the 
United States.*° Payments made out 
of the United States under their con- 
tract are here held applicable “both 
to the specific rights therein granted, 
that is, the right to use the ‘know- 
how’ and to services performed abroad 
in instructing and training the em- 
ployees or technicians of the tech- 
nicians of the domestic corporation.” 
This opinion recognizes the varied 
nature of the income thus produced 
by stating that “such payments should 
therefore be allocated between the li- 


cense to use the ‘know-how’ and the 
personal services,” and finds that 
“since the personal services have only 
nominal value apart from the license 
to use such ‘know-how,’ all but a 
nominal sum should be allocated to 
the license.” 

In Raymond M. Hessert, where an 
individual sold his microfilming patents 
to Remington Rand and became its 
sales manager, the government argued 
that since their agreement furnished 
no basis on which to allocate the 
amounts received by the petitioner 
as between personal services and con- 
sideration for the patents, “the entire 
amount received must be treated as 
ordinary income.” But the Tax Court 
“studied the agreement and. . . con- 
cluded that although it does involve 
elements of personal service it none- 
theless essentially constitutes a sale 
by petitioner of his patent. Such 
personal services as are contemplated 
by the agreement strike us an ancil- 
lary and subsidiary to the sale of the 
patents. The services called for are 
of an advisory nature not unusually 
involved in the sale of a highly tech- 
nical and intricate device.” (Italics 
supplied.) In this case, the taxpayer- 
inventor agreed to furnish these serv- 
ices: to advise, consult and familiarize 
Remington Rand with the problems 
and methods of handling such busi- 
ness to the end that it might be able 
“to build or have built for its use, 
sale, service and supply,” such de- 
vices. Amounts received by him were 
held to be capital gains.” 

We may well conclude from these 
examples, that in our foreign agree- 
ments a sharp distinction should be 
made between the conveyance of prop- 
erty, and the furnishing or rendition 





® See 32 Taxes 368. 

* Rev. Rul. 55-17, 1955-1 CB 388. This 
ruling and an unpublished one dated May 
13, 1957, hold payments applicable to rights 
granted under a contract purveying “know- 
how” to be “in the nature of royalty in- 
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come.” Cf, Spence v. U. S., 58-1 ustc J 9105, 


156 F. Supp. 556, and William M. Kelly, 
CCH Dec. 15,844(M), 6 TCM 646. 

"CCH Dec. 16,120(M), 6 TCM 1190 
(1957). 
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of any personal activity whatsoever 
which might be claimed to give rise 
to income—activity, that is, which 
might classify as “services” within 
the legal meaning and common un- 
derstanding of that term as it is used 
in Section 61(a) (1). 


Franchise.—Perhaps the most in- 
teresting and conceptually complex 
litigation in this general field, involves 
the corporate disposition of the right 
and knowledge to make and sell the 
now-familiar Dairy Queen ice cream 
product in Oklahoma.** The case has 
direct application to foreign opera- 
tions. There, the corporate owner of 
the exclusive franchise for Oklahoma 
for the manufacture, sale and distri- 
bution of the Dairy Queen product, 
undertook in the course of two years 
to grant to 36 licensees in various 
parts of that State, “the sole and ex- 
clusive right and franchise for the 
manufacture, preparation, sales and 
distribution of Dairy Queen ¥ 
No disposition of patents is involved, 
other than that patented machines 
were furnished the licensees to whom 
the Dairy Queen trademark was li- 
censed. Licensees paid petitioner cor- 
poration an initial lump sum on the 
delivery of the patented machine, plus 
a continuing “royalty” of 35¢ per gal- 
lon of mix used. 

Petitioner claimed as capital gain, 
$57,000 from lump-sum payments re- 
ceived in 1948, it conceded as ordinary 
income, $30,000 received as continu- 
ing royalty payments. The Tax Court 
first held: 

“We do not think it would be proper 
to attempt, as petitioner corporation 
did in filing its returns, to split the 
consideration as being partly from 
sales and partly from licensing. We 
think we are compelled to treat all 


= Dairy Queen of Oklahoma, Inc., CCH 
Dec. 21,669, 26 TC 61, rev'd, 58-1 ustc 
79155, 250 F. 2d 503, dissolved in TC 
Memo 1959-61, March 31, 1959 (CCH Dec. 
23,524(M), 18 TCM 322). The result of 


Income from Licensing Patents Abroad 


the considerations as being for a single 
bundle of rights and privileges for 
the reason that the territory, trade 
name, freezers, and formulae all are 
necessary for the successful operation 
of a Dairy Queen store and one would 
be valueless without the others.” 


3ut the United States Court of 
Appeals for the Tenth Circuit reversed 
this portion of the Tax Court’s opin- 
ion, holding that a capital asset was 
sold, from which the lump-sum pay- 
ments arose. This court recognizes 
that the franchise agreement did not 
purport to convey the exclusive right 
to make, use and vend any patent. 


“But we do not think that convey- 
ance of the whole or an undivided 
part of the patent is essential to the 
valid sale of a property right or capi- 
tal asset which included, as an inte- 
gral part thereof, only the right to 
use the patent. Instead, the franchise 
agreement purported to convey the 
exclusive and perpetual right to make 
and sell a trade-marked product within 
a designated territory. That right 
was undoubtedly a property right, one 
subject to sale as such—a capital as- 
set, if you please. And, it was none- 
involved the 
beneficial use, but not the right to 
make and sell the patent. See Law- 
rence v. United States, 252 F. 2d 453.” 

On remand, the Tax Court deter- 
mined that “the exclusive rights of 
territory, formula, and trade name did 
not constitute stock in trade 
property held primarily 
for sale to customers in the ordinary 
course of 


theless so because it 


nor 


business,” 
erty “of a character which is subject 
to allowance for depreciation,” but 
that they were, in final analysis, capi- 


or pre Ip- 


tal assets. 





this case may be partially attributable to 
the fact that if the questioned income had 
not been capital gains, it would have been 
personal holding company income. 
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“The primary ‘purpose’ for which 

petitioner acquired the exclu- 
sive franchise was definitely not to 
sell parts of it to others but to open 
up and operate Dairy Queen stores of 
its own.” 

This decision raises certain impli- 
cations which will no doubt be mis- 
understood, one in particular being 
that a “franchise,” or “subfranchise,” 
is a capital asset. The subfranchises 
in Dairy Queen were capital assets be- 
cause they conveyed the exclusive and 
perpetual right to make and sell a 
trade-marked product within a desig- 
nated area. Without this attribute 
the franchise or “right to make and 
sell” would not have been property, 
but merely a “naked” right of contract. 
It was so held recently in Aircraft 
Mechanics, Inc.,"= where the court ob- 
serves that “a franchise is granted 
by a sovereign authority,” but that 
the geographical sales territory granted 
to another by the taxpayer in that 
case “sold nothing. The petitioner’s 
inherent right to control its sales was 
not on its books 
The 


petitioner created the exclusive sales 


shown as an asset 
or financial statements. 
territory for the purpose of the agree- 
ment and did not previously hold it 
as a capital asset. ... It 
that this the kind of 
transaction which Congress had in 
mind for the application of the long- 


does not 


appear was 


term capital gains provisions, 
No such relief was needed to stimu- 
late agreements like this one.” ™ 


Thus, where pure know-how is to 
be sold, without the presence of trade- 
mark or patent, we are led back to the 
earliest categories of “property” (either 
intangible or personal) and personal 
services, discussed previously under 
this general heading. The formal con 
tracts purporting to sell “territory,” 
or to license manufacturing or sales 
“rights” generally, especially when 
these assets have no cost basis as such 
on the balance sheet, amount simply 
to contractual agreements between 
the parties which must yield ordinary 
income if they are productive at all. 
The earning of capital gains depends 
first upon the existence of “property” 
and then upon its actual sale rather 
than simply the affording or allowing 
to another the limited use of the prop- 
erty."> Permitting a licensee, there- 
fore, to “come upon the premises of 
the licensor to view and examine pro- 
duction processes,” in all probability 
does not constitute the sale or exchange 
of property or a property right; 
such activity presumably earns ordi- 
nary income, and provision therefor 
should be so placed in the text of the 
various agreements of the parties as 
not to contaminate other income that 
is clearly capital gains. This propo- 
sition leads us finally to certain fun- 
damental conclusions on the form of 
the written agreements which purvey 
our industrial property and rights 
abroad; but before formulating these, 
we should very briefly consider the 
last main category of property subject 
to transfer—trade-marks. 





* Cited at footnote 61. 
“ Interesting cases to the same effect are 
Commissioner v. Pittston Company, 58-1 ustc 


7 9284, 252 F. 2d 344, and General Artists 
Corporation, 53-2 ustc § 66,060, 205 F. 2d 
360. Cf. Jones v. Corbyn, 186 F. 2d 450, 
which presents facts involving “going busi- 
ness good will” and a “direct interest in” 
property. See also Marc Leh, CCH Dec. 
22,278, 27 TC 892, and Van Iderstine Com- 
pany, CCH Dec. 14,370(M), 4 TCM 118. 

* See text on patent “ above. The 
Income Tax Act of Canada allows annual 
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sales,” 


amortization charges for patents, but does 
not permit expense deductions for know- 
how acquisition or use. See Canadian 
Regulations Part XI, Class 14 and Regula- 
tion 1100(1)(c). 

* Suffering another upon factory prem- 
ises for a consideration, to impart know- 
how, resembles most closely the several 
“right of privacy” tax cases which deny 
capital gains treatment to income received 
from its violation. 
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Tax Status of Trade-Marks 


An owner of a trade-mark or trade 
name, like the owner of a copyright 
or patent, has a monopoly which is a 
property right and which he may as- 
sign or transfer even in a limited ter- 
ritory.” “It is a property right and 
the trade name is property, no less 
because it is intangible.” 7* Thus does 
the trade-mark meet the first condi- 
tion for the earning of capital gain- 
the existence of ‘property.’ Like pat- 
ents, the sovereign grant of trade- 
mark affects only its own jurisdiction : 
an American company, therefore, with 
various trademarks in different for- 
eign countries, owns many separate 
parcels of “property,” the legal sale 
or exchange of any one or more of 
which will create capital gains. 


It has been several times held that 
the grant or transfer of a trade name 
must be “exclusive and perpetual” to 
effect a sale; the owner, for example, 
“cannot divide his property in the 
name” with others in the same geo- 
graphical area. So long as the grant 
is perpetual in duration,” an effective 
tax “sale of a trade-mark may be 
made by an owner, corporate or indi- 
vidual, who grants to another, by ‘li- 
cense’ or otherwise, the exclusive use 


thereof in a designated territory, even 
though the grantor retains the naked, 
legal title. 

“Such a grant, while not disposing 
of the entire property in the grantor, 
is the equivalent of such disposition 
within the limited territory granted. 
Clearly, such a grant would be a capi- 
tal transaction and the amount paid 
by the grantee could not be exhausted 
because it was perpetual.” *° 


This expression accords with one 
of the Treasury’s own rulings, which 
several years ago held that the right 
to the use of a corporate name, en- 
joyed by a company under the cor- 
poration laws of California, constituted 
“an intangible capital asset of indefi- 
nite life.” Accordingly, proceeds from 
its sale represented capital gain.™ 

Disposition of a trade-mark, then, by 
“sale” or permanent exclusive license 
constituting an assignment, invokes 
most, if not all, of the rules of law 
which govern the “sale or exchange” 
of patents discussed previously here. 
In a word, such unqualified sale of a 
foreign or domestic trade-mark, with 
payments annually thereafter meas- 
ured by sales, profits or units sold 
earns capital gain and not ordinary 
income.*? 





" Herwig v. U. S., cited at footnote 24; 
Rainier Brewing Company, CCH Dec. 15,228, 
7 TC 162. 

® Seattle Brewing & Malting 
CCH Dee. 15,117, 6 TC 856, 868. 

*” Tommy Armour, a professional golfer, 
for a percentage consideration licensed 
Worthington Ball Company to use his name 
on golf balls for a five-year period. Held, 
less than “the whole interest” in this trade 
name was assigned, consequently payments 
received by him “constituted ordinary in- 
come derived from licensing agreements 
and cannot be accorded capital gain treat- 
ment.” Thomas D. Armour, CCH Dec. 
20,296, 22 TC 181. 

“Seattle Brewing & Malting Company, 
cited at footnote 78. Note: Andrew Jergens 
v. Woodbury, Inc., 273 F. 952, held that the 


owner of a trade-mark legally assigned 


Company, 


Income from Licensing Patents Abroad 


(sold) it, notwithstanding the use of the 


word “license,” where he granted an ex- 
clusive license with certain exceptions “and 
the transaction disclosed a purpose to trans- 
fer the rights therein.” 

* Rev. Rul. 55-694, 1955-2 CB 299. 

* That good will, as such, is a capital 
asset, seems now to be rather widely ac- 
cepted, although several cases hold that 
good will cannot be sold independently of 
the going concern out of which it arises. 
For example, Betts v. U. S., 1 ustc J 161, 62 
Ct. Cls. 1, 8, and Dodge Brothers v. U. S., 
41-1 ustc J 9309, 118 F. 2d 95. In the type 
of foreign licenses here under consideration, 
because of this considered disability of the 
intangible asset good will to be sold in 
gross, it is preferable to consider it as an 
incident of the value, otherwise assumed, 
of the trade-mark. 
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Conclusions 


With this illumination of case law 
penetrating many of the obscure reaches 
of that complex many today call “li- 
censing,’ we may generalize by say- 
ing, first, that in the common industrial 
case, most of the annual proceeds from 
such transactions may be caused to 
give rise to capital gains rather than 
ordinary income. The law is unequiv- 
ocal as to patents and trade-marks, 
and virtually all of the legal landmarks 
in the area of know-how designate as 
“property” the bulk of its parts. But 
let us now go further, and formulate 
several rules of immediate usefulness 
which should serve as reliable guides 
in our practical approach to concrete 
problems. 

The first of these is, that our legal 
examination must always be first ez- 
dentiary. The lazy general approach 
to living problems of this character 
must yield to the searching dissection 
and individual enumeration of every 
element, of every phase and considera- 


tion which will pass to the foreign 


entity. When each one of these has 
been isolated, the businessmen of either 
or both sides will pass fair judgment 
on its relative value. In one case a 
trade-mark is worth one percent of 
prospective foreign sales, in another 
none. Also, a trade secret must have 
a money or percentage counterpart 
for the Common Market, though that 
decision be difficult indeed. In this 
way we shall have a full list of assets, 
and possibly physical acts, for which 
a foreign company proposes to pay 
money, and each element will have a 
value. 

This preliminary disposition of an 
otherwise permanently unclear factual 
situation, parallels exactly the analy- 
sis of the sale of a going business 
recently held not to constitute the sale 


of a single asset: *° 


“Such a sale constitutes a sale of the 
individual assets comprising the busi- 
For the purpose of determining 
whether the gain on the sale of a par- 
ticular asset is to be included in the 
gross income as an item of ordinary 
income or whether it is to be treated 
as gain from the sale of a capital asset, 
all of the individual assets sold must 
first be classified as to (1) capital 
assets as defined .. (2) property 
used in trade or business as defined 

. and (3) other property not 
coming within the provisions of Sec. 
117(a) or Sec. 117(j) of the Code as, 
for example, stock in trade or inven- 
tory. For this purpose, records main- 
tained with respect to the business, 
as well as intangible assets such as 
goodwill, constitute capital assets. See 
Ensley Bank & Trust Co. v. United 
States, 154 F. 2d 968. This is not in- 
tended to include records that are in 
fact inventory or stock in trade. The 
selling price must be allocated among 
all the assets sold according to the 
respective relative values thereof, for 
example, according to the ratio of the 
value of each individual asset to the 
sum total of the values of all of the as- 
sets sold. C. D. Johnson Lumber Corp. 
v. Commissioner, 12 T. C. 348. Sepa- 
rate computations must be made of 
the gain or loss with respect to each 
asset sold, and the gain or loss in each 
must be treated in accordance 
with the classification of such asset, 
as described above. (Citing cases).”’ 


ness. 


case 


In this precedent are fairness and 
logic. For certainly, if we are to ex 
pect capital gains treatment from the 
present sale of a foreign patent, the 
concurrent contracting for future tech- 
nical instruction need not form an 
integral part of the same transaction, 
especially where the tax treatment of 
each differs radically. Both govern- 
ment and taxpayer are entitled to de- 
liberate classification. 





Rul, 55-79, 1955-1 CB 370. 


* Rev, 
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A taxpayer failed to properly follow 
these rules in Arkay Drug Company ** 
That case involved a corporation’s 
sale of a New York City drug store, 
its merchandise, fixtures, lease and 
good-will—all by a single sales agree- 
ment and a single accompanying bill 
of sale. The government denied that 
an instalment sale had been made of 
separate elements of this business as 
taxpayer claimed, and the court held 
as follows: 


“A single bill of sale covered the 
entire transaction and the con- 
sideration set forth therein was the 
total consideration for the sale of the 
entire store. We do not think 
that the fact that the bill of sale later 
particularizes as to the allocation of 
the consideration agreed on between 
the several classes of property sold 
indicates that it was the intention of 
the parties that several separate and 
distinct sales were being negotiated. 
The fair and reasonable import of the 
entire document is that a single sale 
was made of the entire store.” 


From this extract is it clear, that 
more is expected of the taxpayer in 
his attempt at definition, than the 
subsequent recitation of relative value 
of separate properties embraced by a 
single agreement. One examining such 
a document critically, will naturally 
be disposed to consider all of the in- 
come to be proceeds from one com- 
posite transaction producing straight 
income, as was claimed in Raymond 
Hessert.2° Our work must aim at dis- 
uniting the elements of what might 
otherwise be a single transaction, and 
reconstituting them into distinct trans- 


actions each having business function 
and tax identity. 

Last, in drafting these agreements, 
particularly those purveying know- 
how, we must make every effort to 
convey all the rights incident to the 
separate piece or pieces of property 
transferred. This is the “indivisibility” 
theory,®** taken from the copyright 
law, which applies here by analogy 
to insure that the crucial test of a 
sale is whether there has been a 
transfer “absolutely,” of all of the dis- 
tinct, substantial rights in the prop- 
erty. Where future payments are 
“wholly indeterminable at the time of 
the transfer,” being dependent upon 
future sales or profits, and less than 
all of the “cluster of rights” is trans- 
ferred, “no sale occurs” of a 
copyright.** Reservations, therefore, 
in our words of grant, or restrictions 
on further alienation or use by the 
grantee, must be weighed very care- 
fully against the cases to determine 
whether the benefits offered by such 
provisions outweigh the tax jeopardy 
which their insertion introduces. 


Unfortunately, this general area of 
our tax law vindicates the layman’s 
low estimate of a Code that permits 
an agreement to fail because a lawyer 
neglected to use one word of art; 
surely, “legal rights should not be ad- 
judicated by mere choice of words.” ** 
But perhaps tax advantage of this 
magnitude should more properly be 
earned, than simply enjoyed—which 
would be the natural law. As the 
law has come to such a posture, its 
rewards need not be despised because 
they must be pursued with assiduity 


and skill. [The End] 





“CCH Dec. 14,234(M), 3 TCM 1194 
(1944). 

® Cited at 
Treasury again argued that 
has been furnished on which to allocate the 


this case the 
since no basis 


footnote 71. In 


“ 


amounts received by petitioner . . . the 
entire amounts received must be treated as 
ordinary income.” 


Income from Licensing Patents Abroad 


“Mr. Justice Frankfurter, dissenting in 
Commisstoner v. Wodehouse, 337 U. S. 369. 

“Cory v. Commissioner, cited at foot- 
note 56. 

* Dissent of Judge Moore in Commis- 
sioner v. Pittston Company, cited at foot- 
note 74. 
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FROM THE THOUGHTFUL TAX MAN—Continued from page 183 


While it is true that it is hard to 
give an example of movable property 
which is not also personal property 
—I exclude fixtures, title deeds and 
keys to a house—and, therefore, one 
is likely to consider the terms en- 
tirely synonymous, it is not true that 
“real property” is synonymous with 
“immovables” as I have said (for 
example, leaseholds, mortgages, rent 
charges, etc.). Even some lawyers 
might be easily confused. 

I think the Internal Revenue Code 
should also be amended by adding a 
clause, found in some treaties, that 
interests in land should be governed 
by the lex situs, which alone should 
classify interests as immovables, etc. 
The French treaty in Article 3(2) (a) 
seems intended to override the Fair 
case and to limit leaseholds to those 
over 18 years—a special provision of 
the French recording statute: “(a) 
Real property shall be deemed to be 
situated at the place where the land 
involved is Real property 
includes leases of such property, un- 
less such leases are of eighteen years’ 
duration or less, but 


located. 


excludes mort- 


gages and other liens on such prop- 
erty as security. The question whether 
any other property or right in prop- 
erty constitutes real property shall be 
determined in accordance with the 
law of the place where the land in- 
volved is located.” 

The current Canadian treaty seems 
designed to override the Fair case 
as to mortgages. It provides in Arti- 
cle Il(a) that “Immovable property 
(otherwise than by way of security) 
shall be deemed to be situated at the 
place where such property is located” ; 
in Article II(c) it says: “Debts... 
or unsecured shall be 
deemed to be situated at the place 
where the debtor was resident at the 
time of his death .”’ The Fair 
case opinions said that the hipotecas 
were located in Cuba, emphasizing 
the quality of the interest in land 
rather than in the debt angle. The 
debtor of Mr. Fair resided in Cuba, 
so there was no difference. The situs 
of a debt, of course, has plagued courts 
and lawyers at least since Blackstone 
v. Miller in 1903. [The End] 


secured 








“We can't sell this house. We don't have the cost basis of the first one. As soon 
as | die, you will have a new basis and the problem will solve itself.” 
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The Tax-Return Office 
By NORMAN SEPENUK 


Laws regulating tax return prepared by the ‘‘return-preparer’’ are nonexist- 
ant. There are no educational or professional requirements a ‘‘return-preparer”’ 
must meet. Thus, unethical tax ‘‘return-preparers’’ are able to cheat the 
government and earn larger fees for themselves. The author tells how 

the government can stop this cheating on tax returns. 


HIS ARTICLE deals with the problems of the low-income tax- 

payer in preparing his return, and how these problems are met by 
the “tax returns prepared here” offices which appear all over the 
United States from January to April 15 of every year. The term “low- 
income taxpayer” is used in this article to mean individuals with in- 
comes from $3,000 to $6,000 a year, and includes, primarily, wage 
earners whose taxes are withheld at the source by their employers. 
Members of this group constitute about 90 per cent of all persons 
seeking help at the “tax-return places.” 


“Return preparers” is used throughout this article to designate 
those who prepare returns for a fee and who openly offer their services 
to the public, as distinguished from lawyers and accountants who 
usually do not advertise return preparation. 

Prior to 1940, relatively few low-income taxpayers had to pay 
taxes. With the outbreak of World War II, the increased need for 
revenue brought the wage earner, for the first time, into the formerly 
restricted group of taxpayers; at the present time there seems little 
doubt that mass taxation will continue unabated. In retrospect, it 
can be seen that the tax-return office was an almost inevitable out- 
growth of the mass taxation system. Since millions of taxpayers had 
now been catalpulted into the tax process and had, in addition, to 
pay higher rates, the taxpayer naturally sought the most available 
and cheapest route in complying with the tax laws. True, the with- 
holding device was an enforced aid to the taxpayer in paying his 
tax, and the short form considerably minimized the complexity of 
filling out the return. However, the return still had to be prepared 
and filed, and since the government’s taxpayer-assistance program was 
slow in developing, the taxpayer naturally turned to the tax-return 
office for help. 

Since the phenomenon of the tax return office is a relatively recent 


The Tax-Return Office 





development, its function in the Ameri- 
can tax system has not as yet been 
fully explored. As a result, the policy 
of the law with respect to the tax- 
return office has been slow in taking 
shape. As the law now stands, any- 
one can assist in preparing returns 
for a fee. The return-preparer need 
not possess a degree of any kind; 
indeed, no educational qualifications 
whatever are demanded. All that is 
required of the return-preparer is a 
realization on his part that everyone 
in the country with over $600 in gross 
income must file a tax return. This 
factor alone gives the return-preparer 
the legal right to prepare returns for 
a fee. Thus, throughout many of the 
low-income areas in the United States, 
it will be found during the tax sea- 
son that what were formerly empty 
stores and upstairs vacant offices have 
become occupied, and plastered con- 
spicuously on the windows of these 
establishments are to be found signs 
reading “Tax Returns Prepared Here.” 
Insurance and real estate agencies, 
and even barber shops and grocery 
and furniture stores, have become the 
connecting link in the preparation of 
tax returns. Unhampered by any code of 
ethics, the return-preparer need not 
be unduly modest in proclaiming his 
particular qualifications. Such firms, 
for example, may advertise in local 
papers as “experts in taking full ad- 
vantage of all available deductions” 
and further offer special prices for the 
“early bird” taxpayers—those coming 
in before April 1 

Advertising plays a very important 
role in the return-preparer’s business, 
for his profits depend primarily on 
how quickly he can gain recognition 
in the community. The tax season is 
short, and the return-preparer in the 
low-income area faces competition on 
almost every other block. 


The tax-return business is a more or 
less profitable side line that can be 
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graduate, a member of the New Jersey 
bar, and associated with the law 

firm of Smith, James & Mathias. 

While attending school, he prepared 
tax returns to help pay expenses. 


carried on during the tax season with 
a relatively small expenditure of capi- 
tal. The dishonest return-preparer 


who is concerned solely with maxi- 
mizing his profits, the interests of the 
government and the taxpayer not- 
withstanding, can do so by one or 
more traditionally used methods. 


Abuses in Field 
of Tax-Return Preparation 


The most obvious method is to 
obtain the highest possible price for 
preparing each individual return. To 
maximize profits in this fashion means 
simply that the return-preparer will 
eschew the preparation of the short 
form, with its attendant lower fee. 
Of course, as is well known, the long 
form is most commonly used when 
the taxpayer has personal deductions 
which exceed 10 per cent of his ad- 
justed gross income. In the typical 
case of the low-income taxpayer who 
does not own a home, it is generally 
true that the 10 per cent deduction 
is more than adequate to cover the 
taxpayer's personal expenses, as de- 
ductions for real estate taxes and 
mortgage interest present the usual 
line of demarcation between use of 
the standard deduction or itemiza- 
tion. However, if the return-preparer 
wished to add certain amounts on to 
one or more of the deductible items, 
he could exceed the 10 per cent fig- 
ure and, moreover, the return would 
probably still be reasonable enough 
on its face to pass the Internal Reve- 
nue examination. Let me illustrate 
this point with the case of a taxpayer 
(a resident of Massachusetts) whom 
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I assisted last year in filling out his 
return: 


Return of John Doe (Filing Joint Return) 
$5,221.41 
. $ 522.00 


Adjusted Gross Income 
10% Standard Deduction 


Itemized Deductions 
Charitable Contributions 
Church 
Christmas Seals . 


Interest 
Personal Loan 


15.00 
2.00 


58.00 


State Taxes 
Auto Registration . 
Auto Excise Tax 
State Income Tax wate 
Cigarette Tax 
UT IRMNE, a oc ea. 
Gas Tax 


Medical Expenses . 


4.50 
15.00 
31.00 
65.00 

2.00 
23.00 


154.00 


Other Expenses 
Cleaning Uniforms .. 
Union Dues 


50.00 
60.00 


Total . 


. $ 479.50 


You will note that the itemized 
deductions in this case came to less 
than the 10 per cent standard deduc- 
tion, and so I properly filled out the 
short form, both federal and state. 
However, with just a few changes in 
the above items, you will also note 
that the 10 per cent limitation could 
easily have been exceeded, with a 
consequent loss to the government. 
For example, though this taxpayer 
claimed charitable deductions of only 
$17, I have found that many return- 
preparers use a “rule of thumb” in 
the charitable area, and feel that about 
$100 a year for a man and his wife 
(each giving the church one dollar 
a week) “should be” allowed as a 
charitable contribution, even though 
the amount actually given might have 
been considerably less than that sum. 
In a heavy churchgoing community, 
the claim will seldom, if ever, be ques- 
tioned. To take another illustration, 
you will observe that our taxpayer, 
as he “reasonably” might have, did 
not claim that he consumed any alco- 
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holic beverages during the year and, 
thus, lost the deduction for the state 
liquor tax. In addition, the taxpayer’s 
claimed purchases for gasoline were 
less than he could have taken, at 
least under the rule-of-thumb cri- 
terion previously mentioned; fur- 
thermore, no deduction was claimed 
for the state meal tax. A dishonest 
return-preparer could have adjusted 
the form of the taxpayer to look like 
this: 


Adjusted Gross Income 
10% Standard Deduction 


_ $5,221.41 
$ 522.00 


$ 479.50 


(see above) 


Itemized Deductions 


Increased by: 


Charity 

Liquor State Tax (20 Quarts) 

State Meal Tax ($200 at 5%) 

Extra State Gas Tax (Claim 
10,000 instead of 5,000 miles 
driven, on basis of 5.5 cents 
per gallon and 12 miles to 
gallon) Se Oe ta a 


80.00 
11.20 
10.00 


Total 


It is highly unlikely that a return 
such as this would be challenged in 
the examination. Each item, though 
having no basis in actual fact, is rea- 
sonable enough to pass muster and 
does not exceed the 10 per cent stand- 
ard deduction by an amount great 
enough to cause further inquiry. In 
large part, the standard used by the 
Internal Revenue Service for further 
investigation of low-income individ- 
ual returns is premised on a theory 
of “reasonableness.” Admittedly, this 
is probably the only practical basis 
on which to proceed, since the tre- 
mendous number of returns filed per- 
mits only a relatively small number 
of returns (one out of every 26 filed 
in the fiscal. year 1958) to be checked 
for anything besides arithmetical ac- 
curacy. Of course, compliance with 
the tax laws is not based on a stand- 
ard of* reasonableness; it assumes a 
literal report of the taxpayer’s actual 
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transactions during the year. Reve- 
nue losses have resulted from the fact 
that many taxpayers and return- 
preparers have adopted the standard 
of reasonableness in complying with 
the tax laws, the classic attitude in 
this area being summed up by one 
taxpayer, who asked: “How much 
are they allowing for charity this 
year?” Unfortunately, newspaper and 
magazine articles appearing during 
the tax season provide further en- 
couragement to both taxpayer and re- 
turn-preparer to use the reasonable, 
rather than the literal, approach. 


Granted, many taxpayers keep few 
or no records on their transactions, 
especially on amounts given to charity 
or amounts of cigarettes, gasoline, 
meals or liquor consumed during the 
year. This information must be ob- 
tained by the return-preparer in some 
way, and the method adopted in elicit- 
ing the information can be all-import- 
ant from the standpoint of insuring 
an accurate return. For example, my 
own approach in finding out what the 
taxpayer actually spent was to ask 
him about his expenditures. If his 
answer was “I don’t know” or “I 
can’t remember,” further questioning 
and probing was the only alternative. 
Leading questions were carefully 
avoided, since the power of sugges- 
tion in this area most often makes the 
tax return a product of the return- 
preparer’s “skillful” questioning and 
not the taxpayer’s actual expenditures. 

Going back to the case of John 
Doe: Since the itemization now exceeds 
the 10 per cent standard deduction, 
and assuming that a 20 per cent 
bracket saves the taxpayer about $16 
in taxes with a corresponding loss to 
the government, the return-preparer 
accordingly will file the long form 
and get his extra fee. The reader who 
scoffs at the relatively trivial $16 loss 
to the government need only be re- 
minded that 75 per cent of all tax 
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What a simple standard | 
am suggesting. People with 
equal income should pay 
equal taxes. 


—Sen. Paul H. Douglas 


returns filed come from the lower- 
income groups. Moreover, if the tax- 
payer spreads the word, the return- 
preparer will be well on his way to 
gaining a community reputation as a 
“refund man,” a peculiar phenomenon 
in this area which deserves special 
mention. 


Though the return-preparer is not 
so indelicate as to advertise “guaran- 
teed refunds,” there is no gainsaying 
the fact that the primary objective 
of certain return-preparers is to alert 
the taxpayer that refunds are a specialty 
of his firm. Given a taxpayer who 
feels that cheating the government is 
not a crime but a national sport or 
even a taxpayer who is an unknowing 
participant in the fraud, the return- 
preparer, by one of several methods, 
may become known as a refund spe- 
cialist. 

This can be accomplished by more 
or less subtle techniques. The return- 
preparer can simply use the rule-of- 
thumb approach already narrated or 
the more heavy-handed method of 
taking a blank Form 1040 and list- 
ing the necessary amounts without 
bothering to elicit any information 
from the taxpayer. 


Second in popularity to the over- 
statement-of-deduction method is the 
false claiming of dependents as ex- 
emptions. The return-preparer may 
either list an exemption that simply 
does not exist or add a person to 
whom the taxpayer furnishes some 
support but not the requisite amount. 
Assuming that a taxpayer is in the 
20 per cent bracket, the extra $600 
exemption will result in a $120 tax 
saving—again with the corresponding 
loss to the government. If false ex- 
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emptions are placed on the short 
form, the chances of their being de- 
tected by the government are fairly 
slim, since on its face the form will 
appear perfectly proper, what with 
the taxpayer’s having accurately re- 
ported gross income and then “being 
content with” the 10 per cent stand- 
ard deduction. 


Generally the government’s method, 
according to Internal Revenue of- 
ficials, of ascertaining false exemp- 
tions is by matching the number of 
exemptions claimed in the tax return 
form against the W-4 withholding 
form which the employer sends in 
to the district director. Such a pro- 
cedure in most instances is very un- 
reliable in ferreting out those who 
actually claim false exemptions. This 
is so since a great number of taxpay- 
ers report to their employers fewer 
dependents than they actually have, 
the theory being that since more tax 
is taken out of each weekly pay check, 
the reconciliation at filing time, when 
the correct number of exemptions is 
claimed, will result in some kind of 
a “forced saving,” at least to the 
extent that a greater refund will be 
obtained or a lower tax have to be 
paid. At the present time, the W-2 
withholding form filed by the em- 
ployee with his return does not con- 
tain a space for listing the number 
of exemptions claimed, It would seem 
that the W-2 form should have such 
information listed, as the government 
would then have a speedier, more ef- 
ficient way than now exists to check 
the claimed exemptions, since both 
the return and the W-2 form are sub- 
mitted together when the return is 
filed. Such a change in the W-2 form 
would serve to detect the outright 
defrauder by a simple check of the 
W-2 against the return and would cut 
down the time presently needed in 
checking exemptions, since the W-2 
form is more readily accessible for 


The Tax-Return Office 


. . . for there is abroad in 

the land today the idea that if 
there are obstacles in the path, 
one should not struggle 

manftully against them, but 

should ask Washington to remove 
them.—Robert G. Dunlop 


purposes of quick matching than is 
the W-4 form. This simple change in 
the W-2 form could be accomplished, 
of course, with a very minimum of 
trouble and expense, but query: What 
practical effect would such a change 
have in detecting those who claim 
false exemptions? Unfortunately, even 
with the suggested change there would 
still remain the great difficulty pre- 
sented by the numerous taxpayers 
who honestly claim a lesser number 
of dependents with their employers 
because of the “tax savings” theoreti- 
cally achieved. At the present time, 
the taxpayer need not report the 
correct number of exemptions to his 
employer. Indeed, he is encouraged 
by the government in its publicity 
releases to do otherwise, since the 
present disparity in withholding rates 
(18 per cent) and actual rates (20 per 
cent for the lowest bracket) results 
in the taxpayer’s having to make up 
the difference at the time he files his 
return, and the claiming of one less 
exemption with the employer will 
usually help to equalize the situation 
and result in a lesser amount when 
final returns are due. Of course, it is 
obvious that the taxpayer’s actual tax 
liability remains the same, but, ironi- 
cally enough, the fact that many tax- 
payers think little of their over-all 
tax liability, and are more concerned 
with paying a lesser tax or getting 
a refund back when they are filing 
their returns. In any event, the prac- 
tice of claiming a lesser number of 
exemptions with the employer is very 
widespread at the present time and, 
unless the government changes its 
present policy and henceforth requires 
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the taxpayer to report his correct 
number of exemptions to his em- 
ployer, the suggested change in the 
W-2 form, though still providing a 
more efficient means of checking ex- 
emptions, would not, as a practical 
matter, readily serve to separate the 
defrauder from the honest taxpayer. 


Whatever device is used by the 
return-preparer, there is unfortunately 
a very good chance that the false 
tax returns will go through the 
government’s examination  unchal- 
lenged; even if irregularities are per- 
ceived, ultimate prosecution is doubt- 
ful. This is true for several reasons: 
(1) We are dealing with low-income 
taxpayers, and the examination and 
audit of returns for this income area is 
much less rigorous than for the higher 
brackets. (2) Overstatement of de- 
ductions, even if suspected by the 
government, is quite difficult to check, 
especially in such things as charitable 
contributions, and amounts of ciga- 
rettes, gasoline and alcoholic beverages 
consumed. (3) Even if the govern- 
ment can make out a case, there is a 
reluctance to prosecute the “little 
man,” if complicity with the return-pre- 
parer can be shown, since the revenue 
loss-in each individual case is rela- 
tively small and the government does 
not welcome the adverse newspaper 
publicity which sometimes results in 
these cases. (4) The return-preparer 
might simply choose not to sign the 
return, as no penalties are provided 
at the present time for his failure to 
do so; if he is a “fly by nighter” who 
prepares returns during the tax season 
and, immediately after it, moves into 
another area, chances of finding him 
for subsequent investigation by the 
Internal Revenue Service are remote. 
The return-preparer and his some- 
times accomplice in evasion, the tax- 
payer, are not unaware of these oppor- 
tunities to emerge unscathed. This 
is the reason for the more flagrant 
abuses in this field. The most out- 
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Forcible distribution of wealth by 
means of increasing welfare-statism 
will discourage effort ...so... 
that poverty will be the lot of 
all.—Howard E. Kershner 


rageous of these, perhaps, is that 
involving the return-preparer who in- 
forms the taxpayer of his tax liability, 
takes from him the money to cover 
the tax and then proceeds to pocket 
the money rather than to send it in to 
the government. An interesting off- 
shoot of this problem is revealed by 
several unreported cases where there 
has been a split of authority as to 
whether the defendant can be con- 
victed under the federal tax laws or 
only under a state swindling law. 
(See Surrey and Warren, Cases and 
Materials on Federal Income Taxation 


(1955), pages 122-132.) 


Prosecutions for the return-prepar- 
er’s failure to pay over the tax have 
usually been brought under Section 
7201 and/or Section 7203, and courts 
which have held the offenses indict- 
able only under state law have inter- 
preted these sections as imposing pen- 
alties only if there is a statutory 
obligation to pay over the tax. Since 
the return-preparer, the court reasons, 
is not “required under this title to 
pay any... tax” (Section 7203) ex- 
cept his own, no action lies under 
federal law. While such an interpreta- 
tion is at least a reasonable one under 
the express wording of Section 7203, 
courts have reached the same result 
under Section 7201, reasoning that 
failure to send in the tax is punishable 
only where the government can prove 
that a tax was due from the particular 
individual failing to pay the tax and 
not from his return-preparer, who has 
a duty only to pay his own tax. Thus, 
the court has read into Section 7201 a 
requirement that “any person” means 
a person required to pay his own tax. 
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Problem 


At present—and despite the men- 
tioned inadequacies—the tax-return 
offices do serve a useful and important 
function in the tax-return process. 
Return-preparers are well able to 
handle the routine matters presented 
in the usual low-income returns. 


Lack of familiarity with the more 
complicated and less frequently met 
problems of low-income tax prepara- 
tions, such as the computation of sick 
pay, pensions and annuities, should 
not render the return-preparer sub- 
ject to a charge of incompetence. In- 
deed, since the return-preparer in 
many instances has at least some ac- 
counting and business background, I 
think it would be safe to say that his 
knowledge of routine tax matters is 
probably equal, if not superior, to 
that of many practicing attorneys 
who, for one reason or another, have 
not taken the time to familiarize them- 
selves with the more rudimentary as- 
pects of tax-return preparation. 


The return-preparer learns his job 
by doing it, and continual exposure 
to the problems has resulted in com- 
petence. What the return-preparer 
may lack in formal training is more 
than compensated for by his experi- 
ence, and his raison d’étre is satisfied 
if he has adequately mastered the 
tools of his craft. A common miscon- 
ception that exists about the return- 
preparer is that he is generally inept; 
the term “fly by nighter” is another 
term of opprobrium directed at the 
return-preparer. I believe that both 
conceptions are generally erroneous, 
often being based on a priori assump- 
tions and facile generalizations which 
have been too readily accepted. 


While it is true that grocery stores 
and barber shops may advertise tax- 
return preparation, they serve only 
as connecting links with those who 
are generally qualified to fill out re- 
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turns, the latter group using these 
places merely as a medium of adver- 
tising. By far, most of the return- 
preparers are to be found in real 
estate, employment, travel and insur- 
ance agencies and in public accountants’ 
offices, the proprietors of which often 
keep the books of many small con- 
cerns and may be graduate accountants 
who have never passed the CPA 
examination; even those without any 
accounting background are, for the 
most part, the white collar-clerical 
types who have the necessary aware- 
ness to cope with the preparation of 
the return. Practically without excep- 
tion, the return-preparer is a long-time 
state resident who has an established 
business and who prepares tax returns 
only as a side line. 


My own conclusions as to the 
return-preparer’s competence would 
seem to be reinforced by the govern- 
ment’s 1959 ruling on practice before 
the Treasury Department which per- 
mits any return-preparer, whatever 
his background, to represent the tax- 
payer on the lowest administrative 
level (before a revenue agent)—a 
change from the previous practice, 
which allowed only those with Treas- 
ury cards (lawyers, CPA’s and cer- 
tain qualified accountants) to do so. 

Having concluded that the return- 
preparer is, on the whole, competent 
to fill out the low-income return, I 
can now turn to what I regard as 
the really crucial problem in this field. 
It is that the return-preparer at the 
present time does not have a suf- 
ficient sense of responsibility to the 
government—that is, an awareness 
that his true function is not only to 
help the taxpayer but also to in- 
sure that the government receives 
its just share of revenue. My point 
is not that the return-preparer is dis- 
honest but, rather, that he is too 
willing to accept the reliability of the 
information furnished by the taxpayer 
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and not sufficiently aware of his own 
moral obligation to reflect the tax- 
payer’s correct tax liability. I stress 
the term “moral obligation,” since the 
return-preparer’s legal duty is fulfilled 
when he takes the information given 
by the taxpayer and places it in the 
appropriate places on the return; no 
affirmative legal duty to question any 
item is imposed. The return-preparer’s 
signature on the return means only 
that the return is correct as regards 
“the matters required to be reported 
in the return of which he has any 
knowledge.” (Form 1040, page 1, 
where such a declaration is made by 
the return-preparer, who signs under 
penalty of perjury.) The problem is 
not with the blatant defrauder who 
fills in a blank Form 1040 with his 
own figures; this type is a rarity 
among return-preparers, and the prob- 
lem he presents can be met only by more 
rigid enforcement. Our main concern 
should be with what I call the “in- 
different return-preparer,” who is not 
actively seeking to defraud the gov- 
ernment but who, in a sense, does 
so when he unqualifiedly accepts the 
word of a taxpayer who claims un- 
reasonably large deductions and who 
leaves to the government’s examina- 
tion the ferreting-out of a taxpayer 
who patently is overstating his case. 
I am not saying that the return- 
preparer should be quick to doubt the 
honesty of the taxpayer who solicits 
his help, or that he should immedi- 
ately question or suspect the taxpayer 
who offers what seems to him an 
unreasonable claim. Such an attitude 
on the part of the return-preparer 
would no doubt be resented, would 
result in loss of business, and is based 
on an essentially fallacious proposi- 
tion that taxpayers are dishonest. The 
point is rather that the return-preparer 
should be wary of the individual who 
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on balance presents an unreasonable 
case. It is not the isolated, ostensibly 
exaggerated claim which should be 
questioned, for not everyone lives ac- 
cording to society’s standard of rea- 
sonableness. But those who have 
experience in this field can generally 
quickly detect the taxpayer who is 
unnaturally straining for a refund or 
a lower tax. Taxpayers of this type 
are usually prone to overstate on most 
items; when all claims are considered 
cumulatively, the return-preparer is 
left with the impression that the re- 
turn he is filing is a distorted picture 
of the taxpayer’s tax year. 


It is this attitude of indifference 
that has struck me as the distinguishing 
characteristic between the return- 
preparer and his professional counter- 
parts in this field, the lawyer and 
certified public accountant, in that it 
is the latter group (including the 
public accountant who is engaged 
primarily in accounting work and 
who generally belongs to an associa- 
tion whose purpose is to maintain 
high professional standards) which 
more truly appreciates the significance 
of its role in the tax process. Per- 
haps the point can best be illustrated 
by outlining the differences between 
the lawyer-client relationship and what 
I shall call the “return-preparer— 
customer” relationship. The lawyer 
who undertakes to prepare a client’s 
return is bound by canons of profes- 
sional ethics, violation of which can 
result in disbarment. His duty to the 
government and his obligation to up- 
hold its law is paramount, even if 
some financial loss to his client will 
ultimately result. If a client claims a 
deduction that seems highly question- 
able, the lawyer “must obey his own 
conscience and not that of his client.” 
(Canon 15, American Bar Association. ) 
Moreover, “if a client persists in such 
wrongdoing the lawyer should terminate 
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their relation.” (Canon 16, American 
Bar Association.) The lawyer’s duty, 
in the final analysis, will be upheld 
only “when he renders services or 
gives advice tending to impress upon 
the client and his undertaking exact 
compliance with the strictest prin- 
ciples of moral law.” (Canon 32, 
American Bar Association.) 


Though I am certainly not contend- 
ing that every lawyer or accountant 
strictly adheres to his respective codes 
of ethics, I do stress the fact that the 
professional man, by both training 
and tradition, has acquired, much 
more than has the return-preparer, 
the sense that literal compliance with 
the law is not enough. 


Though the inclination of the pro- 
fessional man to fill out a correct 
return is no doubt prompted in large 
part by his training and desire to 
maintain high professional standards, 
it should also be noted, on a more 
practical level, that Treasury Depart- 
ment Regulations prescribing rules of 
conduct for enrollees provide an added 
impetus to transmit a correct return. 
Stating specifically that “it shall be 
the duty of each enrolled attorney to 
observe the canons of ethics as adopted 
by the American Bar Association and 
of each enrolled agent to observe the 
ethical standards of the accounting 
profession” (Treasury Department 
Circular No. 230, as revised December 
7, 1951 (Section 10.2(d))), the regula- 
tions set out stringent standards of 
conduct, violation of which can result 
in disbarment from Treasury prac- 
tice. Those enrolled to practice before 
the Treasury Department cannot afford 
to risk the reputation they hold in 
the district director’s office; if one 
return prepared by them is suspect, 
every return they submit will come 
under closer scrutiny. It should also 
be noted that the accountant or attor- 
ney who is convicted of criminal tax 


The Tax-Return Office 


fraud involving the preparation or 
filing of a false return may find him- 
self barred from carrying on his profes- 
sion in the state in which he practices, 
thus differentiating the case of the 
professional man from that of the 
return-preparer, who only stands to 
lose the profits of a side line carried 
on during the tax season. 


I have, to this point, dwelt primarily 
on the problems presented by the 
return-preparer, and it is the return- 
preparer at whom criticism is usually 
directed. However, it has too often 
been overlooked that the problem 
presented by the tax-return office is 
double-edged. It should not be for- 
gotten that the _ return-preparer’s 
function is fulfilled when he puts down 
on the return the information furnished 
by the taxpayer and that if the source 
is tainted, it is primarily the taxpayer 
who is at fault. 


Low-income taxpayers with whom 
I have dealt have generally been of 
one of three types: (1) the uninformed 
and unsophisticated taxpayer who is 
completely dependent upon the return- 
preparer, (2) the taxpayer who has 
a vague idea about the essentials of 
filling out the return but who needs 
clarification and guidance on one or 
more matters and (3) the relatively 
informed taxpayer who has a pretty 
good idea as to his tax liability and 
wants to better the situation at the 
return-preparer’s office or perhaps 
wishes to shift responsibility for the 
return to the return-preparer. 


The taxpayers who present the 
greatest problem are not those who 
fall within the first and second cate- 
gories mentioned. Problems presented 
by these taxpayers are a more or 
less inevitable concomitant of a mass 
taxation system, and will be remedied 
by education and more effective work 
on the part of the government in 
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getting the information to the tax- 
payer in easily understood form. 


As regards these taxpayers, espe- 
cially those in the first category, the 
return-preparer will be more likely 
to fill out an honest return, since his 
reputation as a refund specialist will 
not be further enhanced by a group 
that has little or no awareness of his 
peculiar brand of expertise. I have 
found that taxpayers of this class 
usually wish only to get the prepara- 
tion of the return “out of the way,” 
and the return-preparer is viewed by 
them merely as a convenient vehicle 
in achieving this end. 

It is only as the second category 
shades into the third category that 
the real difficulties arise for, almost 
without exception, the taxpayers who 
are prone to overstate are the better 
educated, more intelligent taxpayers 
who have a keen awareness of their 
“rights,” and who will, in addition, be 
more appreciative of a _ return-pre- 


parer who is willing to accept the 
information given by them without 
further inquiry and who might add 
a few rule-of-thumb deductions of his 
own. The third-category taxpayer 
poses, perhaps, a more acute problem 
than does his higher-bracket counter- 
part, since members of the latter 
group can be checked by the lawyer 
or the CPA who usually fills out the 
return and also by the more thorough 
examination and audit of the higher- 
income returns. The third-category 
taxpayer and the indifferent return- 
preparer present the combination 
which causes a significant revenue 
loss in this area. 


Solution 


Since the end of World War II, 
when the problems presented by a 
mass tax system could first be dis- 
passionately viewed, there have been 
those both in and out of government 
who have urged that the preparation 
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of tax returns for a fee should be 
regulated in some way. 


Several abortive attempts have been 
made in Congress to pass legislation 
regulating the field of tax-return prep- 
aration. The first attempt came in 1948, 
when Representative Gregory Mc- 
Mahon of New York introduced a 
bill which would have “prohibited un- 
qualified individuals from receiving 
compensation for preparing or assist- 
ing in the preparation of income tax 
returns.” Under this bill, the only 
persons who would have been deemed 
qualified to fill out tax returns were 
attorneys, CPA’s, persons admitted 
to practice before the Treasury De- 
partment, fiduciaries acting under 
Section 142 (the former version of 
Section 6012) or employees of the 
Treasury Department acting in their 
official capacities. All others who re- 
ceived compensation for preparing tax 
returns or for advising or consulting 
with others in the preparation of re- 
turns would have been subject to a 
fine of $1,000 or imprisonment of not 
more than one year, or both. The bill 
was referred to the House Committee 
on Ways and Means, where it subse- 
quently died. 


Efforts to regulate tax-return prep- 
aration were renewed in 1952, in the 
Eighty-second Congress, when the 
King Subcommittee on Administra- 
tion of the Internal Revenue Laws 
held hearings on the subject. In the 
subcommittee report to the House 
Committee on Ways and Means, it 
was stated, in part: 


“Many taxpayers, confused by the 
intricacies of tax law, obtain the as- 
sistance of others in the preparation 


of Federal tax returns. Low income 
taxpayers in particular are prey to 
unqualified persons temporarily pos- 
ing as tax consultants during the 
period just prior to March 15 [the 
deadline for filing returns at that 
time]. Under the Internal Revenue 
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Code there is no obligation on the 
part of any such assistant to acknowl- 
edge his responsibility for the return 
by signing it in the space provided 

” The solution of the subcom- 
mittee was a proposed bill which 
would have required any person who 
prepared returns for a fee and the tax- 
payer to state the preparer’s name on 
the return. Willful failure to comply 
with this requirement would have sub- 
jected the violator to a $1,000 fine or 
a year in jail, or both. Suggestions to 
restrict the preparation of tax returns 
to certain groups only, similar to those 
encompassed by the McMahon bill, 
were rejected by the subcommittee, 
largely because of the “tremendous 
administrative burden which would 
have accompanied the registering and 
policing of the thousands of individ- 
uals who prepare returns.” 


The latest significant attempt to 
regulate tax-return preparation came 
in 1954 when Representative Daniel 
Reed of New York introduced in the 
Eighty-third Congress a bill similar 
in content to the McMahon bill. No 
action was taken on the proposed biil. 


Thus, Congressional proposals have 
tended to follow two main lines: (1) 
to require all those who prepare tax 
returns for a fee to sign the return, 
and to impose penal sanctions for 
failure to do so or (2) to restrict the 
preparation of tax returns to those 
qualified to practice before the Treas- 
ury Department (lawyers, CPA’s and 
certain qualified accountants). The 
first proposal would change the exist- 
ing law by providing penalties for 
failure to sign the return. It would 
seem that this solution has merit only 
in that it would help to remedy the 
problem of the fly by nighter or “re- 
fund specialist.” However, such a 
proposal would not effectively allevi- 
ate the far greater problem of the 
indifferent return-preparer, who has 
no fear of signing the return, since he 
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does for the most part observe literal 
compliance with the law. 

A law based on the second proposal 
not only would present possible con- 
stitutional objections, but would also 
raise most serious problems of tax 
administration. A significant lessen- 
ing of the sources of low-cost help 
available to the taxpayer might place 
too great a burden on those deemed 
qualified to prepare returns and, in 
addition, might result in the taxpay- 
er’s attempting to fill out the forms 
himself with the increased possibility 
of his committing errors or perhaps 
his using the short form even when 
his own particular situation would 
have made use of the long form more 
feasible. Nor do I believe that the 
answer to the problem can be found, 
as some have suggested, by seeking 
to condemn all tax-return preparation 
as unauthorized practice of the law. 
Fortunately, such an extreme view 
has been uniformly rejected by the 
courts, which have held that prepara- 
tion of the “simpler sort” of returns 
is open to laymen (see annotation, 9 
A. L. R. 2d 797, 801 (1950)). 

Last—though I have not seen this 
proposal as yet suggested—the argu- 
ment might be made that control over 
the preparation of tax returns should 
be left for each state to handle as it sees 
fit. Since the states have a legitimate 
concern in seeing to it that their citizens 
are protected from incompetent and 
unscrupulous return-preparers and since 
the adequacy of the tax-return sources 
available can be determined only by 
the varying needs of each community, 
it might be said that control can be 
more effectively undertaken on a state 
level. Since most return-preparers 
also prepare the state income tax re- 
turn when it is required, the interests 
of the states in this matter can be 
said to be directly affected. However, 
if the states attempt to regulate the 
preparation of all tax returns, as some 
have, it might be questioned as to 
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whether such regulation might run 
afoul of the constitutional doctrine of 
pre-emption, which holds that only 
Congress can regulate in matters pri- 
marily of federal concern, at least 
where Congress has spoken on the 
matter. (See Freund, Sutherland, 
Howe & Brown, Constitutional Law 
(1954), Volume 1, pages 473-487.) 
Though Congress itself has hereto- 
fore been silent on the question of 
tax-return preparation, can it not 
be said that the field is already pre- 
empted, since the Secretary of the 
Treasury, acting pursuant to his dele- 
gated powers, has recognized the right 
of anyone to prepare tax returns. In 
addition, since anyone can now rep- 
resent the taxpayer at the lowest 
administrative level of Treasury prac- 
tice, is it not the negative implication 
of such a ruling that if the return- 
preparer can represent the taxpayer 
he can also prepare his return and 
that the states cannot impair a right 
already granted by the federal gov- 
ernment. It would also seem that 
this is an area in which uniformity 
is desirable, in that the integrity and 
quality of the federal tax return should 
not be made to depend on the vary- 
ing conceptions of each state. 


If the answer is to be found in regu- 
lation of some kind, I think the most 


workable solution would be _ for 
the Treasury Department to require 
a license from all those seeking to 
prepare returns for a fee who openly 
offer their services to the public. This 
would still enable the members of the 
taxpayer’s own family and also such 
people as the local schoolteacher and 
bank clerk to fill out the return with- 
out licensing. Since these groups 
undertake the preparation of a return 
primarily for filial and benevolent 
motives and not for profit, the licens- 
ing requirement would conceivably 
prevent them from performing valu- 
able services, as many would probably 
not be willing to go to the trouble 
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of securing a license. Also excluded 
from the licensing requirement would 
be employees who, in the regular 
course of business, fill out their em- 
ployer’s returns and also employees 
of the Treasury Department acting in 
their official capacities. It would seem 
that regulation such as this would go 
directly to the area of difficulty since 
it is aimed at controlling those who 
are in the business for profit and 
whose desire to gain a community 
reputation for securing a refund might 
outweigh their moral scruples. 


These proposals in effect represent 
a middle ground between the position 
of those who would restrict tax-return 
preparation to lawyers and account- 
ants only and those who would allow 
the field to remain open to anyone. 
The proposal is not so restrictive as 
the McMahon bill outlined above, and 
its thrust is essentially the same as 
that of the proposed King Subcom- 
mittee bill, also outlined above, in that 
it is aimed at the return-preparer who 
prepares returns for a fee. 


The standards for obtaining a license 
could be made similar to those now 
required for practice before the Treas- 
ury Department. Lawyers, CPA’s 
and, possibly, graduate accountants 
would automatically receive a license 
as would those who meet certain pre- 
scribed qualifications of competence 
and who represent evidence of good 
moral character. Though I have 
stated that the area of difficulty is 
not one of competence, I do believe 
that some form of examination or at 
least an inquiry into the ability of 
the applicant to fill out the individual 
return should be required, as it would 
seem undesirable to give what amounts 
to official Treasury recognition to indi- 
viduals whose competence has not 
been tested. A sworn statement as to 
the applicant’s past background, to- 
gether with character references, might 
eliminate those with criminal records 
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The choice between right and wrong 
is intrinsic to all human action. 

I do not escape it by changing over 
from the first person singular to 

the first person plural. |am 

still misbehaving when | misbehave 
as ‘‘we.'’—Arnold Toynbee 


involving moral turpitude but unfor- 
tunately the tests as to moral charac- 
ter, the crucial area in this field, would 
probably be effective only in a very 
limited and negative way, as the re- 
quired character references are easily 
obtained, and the realities of adminis- 
tration would probably prevent an 
adequate investigation of an applicant’s 
reputation in the community. A list 
of these “certified tax-return prepar- 
ers” could be kept on file in the Treas- 
ury Department and in the various 
district areas in which the return- 
preparers are located. Each year, when 
it comes time to send out forms to 
the taxpayers throughout the country, 
it could be the responsibility of each 
distributing office to include with the 
forms lists of the certified tax-return 
preparers in the community, announc- 
ing that this group has been deemed by 
the government to possess the neces- 
sary qualifications to help fill out tax 
returns. Only those certified by the 
government would be entitled to ad- 
vertise their services and to prepare 
returns for a fee, and appropriate pen- 
alties by way of a fine and/or revoca- 
tion of the license could be provided. 
Failure to obtain a license could be 
appealed through channels to the Sec- 
retary of the Treasury. It could be 
provided that failure on the part of 
the return-preparer to sign the return 
could result in revocation of his li- 
cense at the discretion of the Secre- 
tary. 

While the above proposals would 
no doubt serve to weed out the patently 
incompetent and disreputable return- 
preparers, their only value in remedy- 
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ing the far more difficult problem of the 
indifferent return-preparer might pos- 
sibly lie in any im terrorem effect 
they might have. If the return-preparer 
is made to feel that the government 
is now undertaking an active program 
to insure carefully prepared returns 
and that this program will be vigor- 
ously enforced, it is not inconceivable 
that the return-preparer will make 
greater efforts to submit a return that 
more closely corresponds with the tax- 
payer’s true tax liability. 


Weighing against these proposals 
is the fact that while the impact of 
such a law on the indifferent return- 
preparer is only conjectural, it is cer- 
tain that a tremendous added burden 
would be placed on the Treasury De- 
partment, especially if an examination 
were required, since thousands of indi- 
viduals would have to be both registered 
and policed, the latter requirement 
alone presenting an enormous problem 
in view of the area and the numbers 
involved. The problematical success 
of such proposals might be outweighed 
by the administrative problems cre- 
ated and by the corresponding diver- 
sion, in both money and manpower, 
from other departments of the Inter- 
nal Revenue Service. 


Although each of the proposed solu- 
tions has some merit, I believe that 
all of them, for the reasons previously 
given, raise more problems on balance 
then they solve. This may only be 
a recognition of the oft-mentioned 
statement that what is essentially a 
problem of moral values cannot be 
solved by a standard externally im- 
posed. This is not to say that the 
problem is insoluble. If a satisfactory 
solution cannot be found through the 
legal process, it is submitted that 
there are other and more desirable 
alternatives available. 


The first fact to be realized is that 
we are living in an economic system 
of free competition, and I have little 
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Our future growth will depend on 
what we do now. If we should pursue 
policies which will foster growth, 

the economy could grow . . . approx- 
imately 4.5 per cent a year over 

the next 15 years. This is in sharp 
contrast to . . . 2.3 per cent for 

the last 6 years. These are amounts 
large enough to spell the differences 
between a rapid or slow increase in 
our standards of living and between 
meeting our public responsibilities 

at home and abroad fully or very 
imperfectly.—Sen. Paul H. Douglas 


doubt that a great percentage of the 
taxpayers presently patronizing the 
tax-return offices would not do so if 
other low-cost alternatives were pro- 
vided, especially if the services were 
provided free of charge. Thus, one 
way of alleviating the problem would 
be for the government to expand its 
free taxpayer-assistance program. Since 
it is the government which imposes the 
tax, it seems logical that it should 
bear the main responsibility for assist- 
ing the taxpayer. More specifically, if 
the government offices were to remain 
open a few evenings and especially 
on Saturday, I believe that the com- 
petitive advantages of the govern- 
ment’s no-charge policy would cut 
deeply into the return-preparer’s busi- 
ness. It is the experience of most 
return-preparers that business done 
on Saturday alone exceeds that of all 
other days of the week combined. 


Admittedly, such a program would 
result in greater administrative costs, 
but the increase in cost could be min- 
imized by cutting down the staff as- 
signed to taxpayer assistance during 
the week and during the less busy 
parts of the tax season, and by using 
the manpower thus saved on Saturday 
or perhaps on a few evenings a week. 


The heaviest business at the gov- 
ernment’s taxpayer-assistance offices 
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occurs in the last two weeks of 
February (after the employers have 
sent out the W-2 withholding forms 
around February 15) and in the first 
two weeks of April, shortly before 
returns are due on April 15. Taxpayer 
assistance during the remaining parts 
of the tax season is sporadic, and it 
would seem that a lesser number of 
agents would be required during such 
times. By cutting down the number 
of agents during the slack parts of 
the tax season, over-all costs would 
be decreased and would to that extent 
make less formidable the cost esti- 
mate for the enlarged taxpayer-assist- 
ance program. 


If the publicity for a program such 
as this were adequately handled, I 
believe that Saturday and evening 
profits at the return-preparer’s office 
would show a sharp downturn. We 
might question, however, the success of 
such a program as regards the third- 
category taxpayer previously men- 
tioned who may still continue to pre- 
fer the return-preparer on the ground 
that chances of securing a refund or 
a lower tax are diminished by going 
to the government. 


In addition, I have found that many 
of those seeking help at the tax-return 
offices would not do so if either the 
tax-return form or the government’s 
instructional pamphlets were easier 
to understand. I have no quarrel 
with the short form, 1040A, and the 
instructions accompanying it. Tax- 
payers who need help in filling out 
Form 1040A are (1) the relatively un- 
educated, (2) those with sufficient in- 
telligence to understand the form but 
who do not wish to take the minimum 
time necessary to gain such under- 
standing or (3) those who are not sure 
whether to use Form 1040A or Form 
1040. It is the taxpayer in the last- 
mentioned category for whom simplifi- 
cation of the tax-return form and/or 
its accompanying instructional material 
would be of great assistance. Tax- 
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payers in the latter category are 
generally wage earners and comprise 
about 50 per cent of all taxpayers 
seeking help at the tax-return offices, 
the other 50 per cent being comprised 
of taxpayers in the first and second 
categories above (about 40 per cent) 
and those taxpayers who are generally 
familiar with the essentials of filling 
out the form but who wish to have 
their returns checked or perhaps hope 
to improve the situation at the return- 
preparer’s office. 


My own experience in tax-return 
preparation and conversations that I 
have had with return-preparers and 
Internal Revenue officials reveals that 
the greatest single area of ignorance 
on the part of the low-income tax- 
payer is that he does not know the 
very basic line of demarcation between 
use of the long and short forms, that 
is, where the itemization of expenses 
exceeds the 10 per cent standard de- 
duction. Furthermore, many of those 
who are aware of the distinction are 
uncertain as to allowable deductions 
(the deduction for charity is generally 
known, but great vagueness exists 
on other deductions, such as state 
taxes, union dues and casualty losses) 
and as to allowable amounts (especially 
in the area of medical expenses, be- 
cause of the percentage limitations). 
Granted, the government’s instruc- 
tional pamphlet adequately explains 
the standard deduction-itemization 
dichotomy and concisely outlines the 
allowable deductions and amounts. 
However, the trouble with both Form 
1040 and its accompanying instruc- 
tional pamphlet, at least as regards 
the wage earner, is that they do not 
adequately single out these items for 
immediate perception. Both Form 
1040 and its instructions are designed 
to cover the entire gamut of individual 
taxpayers, and their very breadth of 
coverage is what confuses the wage 
earner who is unable to single out 
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each item that is applicable only to 
his own case. 


Of course, these observations are 
not original with the writer and, 
indeed, the government’s recognition 
of the wage earner’s problem in filling 
out his return has resulted in the 
present Form 1040A. [Since this 
article was written, the government 
has adopted the new Form 1040W, 
an abbreviated version of Form 1040, 
which is designed primarily for wage 
earners who wish to itemize deduc- 
tions.] I am merely suggesting that 
the government has not gone far 
enough in simplifying the tax-return 
forms, and I think that the following 
steps toward simplification might im- 
prove the situation, and better enable 
the wage earner to fill out the return 
himself : 


(1) The coverage of the tax tables 
might be expanded to match the pres- 
ent coverage of Form 1040A—income 
up to $10,000 (the table currently goes 
up to only $5,000). This would help 
the taxpayer who can compute his tax 
by use of the table, but who is unable 
to cope with the tax computation 
schedule which those taxpayers with 
income of $5,000 or more must now 
use. 


(2) The coverage of Form 1040A 
might be expanded to include an extra 
space for itemized deductions and to 
further elaborate the instructions on 
both the deductions available and 
allowable amounts. For example, the 
1040A instructions currently contain 
only a single sentence as to allowable 
deductions and merely list them as 
“. . . charitable contributions, inter- 
est, taxes, losses, medical expenses, 
child care expenses, and certain mis- 
cellaneous deductions.” If these deduc- 
tions were further explained, especially 
those relating to the many state tax 
deductions and to such things as 
union dues and uniform-cleaning costs, 
the wage earner could make a more 
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intelligent choice in deciding which 
form to file. 


(3) As an alternative to the second 
suggestion, Form 1040A could be left 
as is, and the instructions accompany- 
ing it could be further expanded to 
include the suggestions offered. 


(4) Perhaps the most practical solu- 
tion would be to keep Forms 1040A 
and 1040 as they now stand and to 
publish a special instructional pamphlet 
designed especially for use of wage 
earners. Such a pamphlet could be 
similar to the current Form 1040 
instructions, but would delete every 
section generally inapplicable to the 
case of the wage earner, such as most 
of the instructions relating to page 3 
and page 4 of Form 1040. 


These suggestions are certainly not 
offered as definitive solutions but are 
designed primarily to illustrate the 
approach that might be taken in help- 
ing the wage earner. Of course, as 
was pointed out, the more knowledge 
that the taxpayer gains, the more 
inclined he may become, in many 
cases, not just to get the return “out 
of the way” but to secure a refund 
or a lower tax. It is for this reason 
that the essential problem is ultimately 
one of instilling in the taxpayer a 
sense of moral obligation to his 
government. 


Finally, it is advisable that the 
American Bar Association, the Ameri- 
can Institute of Accountants and 
various public accountancy associa- 
tions to undertake a more vigorous 
public relations program to remedy 
the present lack of communication 
and understanding between the pro- 
fessional man and the taxpayer. Many 
low-income taxpayers will not go to 
a lawyer or accountant to have re- 
turns filled out since the taxpayers 
assume that, for the most part, law- 
yers and accountants—especially law- 
yers—are high-priced. It is no doubt 

(Continued on page 256) 
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has been substantially enlarged so as 
to become a “business trust” and 
render the trust an association taxable 
as a corporation. It depends upon the 
facts in each case as to when such 
conversion can be said to have taken 
place. The exercise of such broad 
powers by the trust so that it engages 
in the actual conduct of a business 
means that the trustee exercises busi- 
ness judgment something akin to that 
of a manager. In this way the trustee, 
by assuming an active business role, 
changes its traditional character. 


It is the purpose of the trust, as 
protecting or conserving property on 
the one hand or engaging in business 
on the other, which classifies it as 
an association. This appears to be a 
subjective test. 


Most of the difficult problems which 
arise in the classifications of trusts 
occur where an ordinary trust, in 
which the trustee is engaged exclu- 
sively in the proper conservation and 
investment of the trust property, is 
combined with business activities car- 
ried on by the beneficiaries. In this 
situation, the trust device is used for 
the convenience of the beneficiaries 
engaged in the business. For example: 
In Pieroni Building Trust v. Commis- 
sioner, cited above, a partnership of 24 
partners operated a restaurant busi- 
ness in Boston, Massachusetts. In 
1931, title to the building in which the 
restaurant was operated was conveyed 
to some of the partners as trustees for 
the entire partnership. In addition to 
broad powers of management, the 
trustees could make distribution of 
receipts as they deemed proper and 
they could acquire additional prop- 
erty, and transferable certificates of 
interest were issued to each benefi- 
ciary. The trustees could appoint 
successors-in-trust and make changes 


Associations 


in the trust agreement with the con- 
sent of the beneficiaries. The rent 
paid to the trust by the partnership 
was fixed at an amount which was 
slightly in excess of the expenses of 
the trust, which consisted of taxes, 
insurance repairs and mortgage pay- 
ments. The court said: 


“This trust was not intended to ‘pro- 
vide a medium for the conduct of a 
business and sharing its gains’... . 
It was not to carry on any business of 
its own or to make profits for the 
holders of beneficial interests. /ts pur- 
pose was merely to serve the con- 
venience of the partnership by hold- 
ing the real estate and receiving only 
enough rent to pay its expenses and 
meet the obligation of the mortgage. 
... That is all it ever did and during 
these taxable years it was not an 
association taxable as a corporation.” 
(Italics supplied.) 


If the trustees do not engage in 
business on behalf of the trust, the 
business of the beneficiaries should 
not by itself place the trust in busi- 
ness or convert it to an association 
taxable as a corporation. It is the 
trustee-manager device—that is, where 
the trustee engages in business—that 
causes an “ordinary trust” to become 
a business trust taxable as a corpo- 
ration. If the separate forms are ob- 
served between activities of trustee 
and activities of beneficiaries, the 
traditional ordinary investment trust 
may be safely combined with a part- 
nership business without placing the 
trust itself in business. 


It is submitted that, under the 
aforesaid reasoning, the form of “land 
trust” which so commonly prevails in 
some states, purely as a means of hold- 
ing title to real estate, can never be a 
trust taxable as an association, be- 
cause the trustee in such a trust has 
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only ministerial powers without inde- 
pendent discretion ; the complete man- 
agement of the trust property is left 
to the beneficial owners. If the sepa- 
rate forms are observed between the 
trust and business of the beneficiaries 
(which beneficiaries may be in part- 
nership), the trust should not be con- 
sidered as an association since the 
trustee is not engaged in the business. 
However, it is true that the use of 
the trust device may subject the part- 
ner-beneficiaries to classification as an 
association since the trust provides 
certain corporate characteristics here- 
tofore discussed; in such case, how- 
ever, it is the partnership which 
would be the association taxable as 
a corporation, and not the trust. 

The proposed regulations, like their 
predecessor regulations, fail to deal 
adequately with the problem of trusts 
as associations where the trust device 
is used as a convenience to the part- 
ner beneficiaries. Practitioners will 


continue to be faced with a potential 
tax trap of placing an otherwise “or- 
dinary trust” in business, especially 
if the separate forms between the 
trust and the business of the bene- 
ficiaries are not properly observed. 


Effective Date 


The proposed regulations, when 
adopted in their final form, will be ap- 
plicable only to taxable years begin- 
ning after the date of final adoption. 
If final adoption occurs in 1960, they 
will be effective for calendar-year tax- 
payers in the year 1961. 


Inasmuch as there has been no 
change in the statutory provisions of 
the Internal Revenue Code, it would 
seem that any points in the regula- 
tions helpful to taxpayers for earlier 
years would be available, under the 
theory that they represent the views 
and principles of the Commissioner 
on the subjects involved. [The End] 
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true that in many instances the law- 
yer and the accountant charge fees 
beyond the range of the low-income 
taxpayer. However, it is equally true 
that many lawyers and accountants, 
especially those who practice in the 
lower-income areas, charge fees well 
within the taxpayer’s ability to pay— 
usually equal to, or less than, fees 
charged by the tax-return offices. A 
public relations program which brings 
out these facts could be conducted 
under the auspices of the local bar 
and accountancy associations, which 
could inform the public of such things 
as the availability and cost of the 
professional man’s services. 

The real and lasting solution to the 
problem presented by the tax-return 
offices will come only when both re- 
turn-preparer and taxpayer become bet- 
ter informed about the basic philosophy 
underlying the American tax system. 
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It is very often said that the gov- 
ernment is not concerned with the 
“little fellow.” It is felt that loss of 
revenue from this source is insignifi- 
cant when compared with the amounts 
paid in by the large corporations and 
high-bracket individuals, The idea 
exists that the low-income man de- 
serves a break, and precious few pangs 
of conscience are felt when the tax- 
payer or return-preparer seeks to 
skimp with the IRS. The loss to the 
government in each case may be 
small, but the over-all loss of revenue 
will be great. 


The government would do well to 
continually drive home the point that 
the ultimate success of our self-assess- 
ment system depends both on the 
honesty of its source—the taxpayer— 
and of his sometimes assistant—the 


return-preparer. 


[The End] 
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How to Apportion Illinois Real 
Property Taxes Between 
Seller and Purchaser 


By WILLARD J. LASSERS 


Buying and selling real estate is a very lively every-day business. 

Who should pay, as between the seller and purchaser, state property taxes, 
what taxes, and how much have been three questions that plagued 

attorneys involved in such transactions. The federal government has attempted 
to simplify the finding of answers to these questions, and certain 

states have followed suit. This article discusses Illinois’ present law 

in this area. The author is an attorney, Chicago, Illinois. 


ECENT Illinois legislation’ changed the real property tax lien 

date from April 1 of each year to January 1. This change affects 
and simplifies (O, happy word) the rules relating to apportionment of 
taxes between seller and purchaser under Section 164(d) of the In- 
ternal Revenue Code of 1954. In addition, the change in accrual dates 
has another effect, not related to apportionment on sale. Where there 
is no sale, certain accrual-basis fiscal-year taxpayers receive a one-shot 
double deduction for real property taxes. Legislation is now pending, 
however, which may bar this double deduction. 

Section 164(d) attempts to supply a fair rule respecting appor- 
tionment and a clear-cut rule as to the year in which the apportioned 
tax is to be deducted. Under the 1939 Code, which contained no such 
provisions, a number of inequities arose. Suppose, for example, a 
purchaser bought property, after taxes for the current year had become 
a lien. If he and the seller prorated the taxes to the end of the real 
property tax year, was he entitled to deduct his prorata share of the 
tax from the date of closing to the end of the tax year? “No,” said 
the United States Supreme Court in Magruder v. Supplee, 42-2 ustc 
| 9498, 316 U. S. 394, because the tax was imposed on the seller. The 
purchaser could only treat his portion of the tax as part of the basis 
of the property. Inequities of this sort have been minimized by Sec- 
tion 164(d). That section is not easy to apply, however, because the 
rules set forth there depend in part upon the real property tax laws of 
the state in which the property is situated. My purpose is to explain 
the workings of Section 164(d) in the light of the new Illinois law. 

In 1957, I wrote an article relating to the law as it stood prior 
to the recent change, which was published in this magazine.? That 
article should be consulted with respect to sales occurring from 1954 





1S. 868, 7lst General Assembly, Illinois Revised Statutes (1959), Ch. 120, 
Sec. 697. 

“Apportionment of Taxes on Real Property Between Seller and Purchaser 
in Illinois,” 35 TAxeEs 536 (July, 1957). 
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Table | 
Illustration of Property Taxes Deductible by Calendar-Year Sellers and Purchasers 


In this example the tax for each year is assumed to be $365. Each taxpayer pays his 
tax in the calendar year when due. The sale is closed June 1, 1960. The tax is allocable 
as follows: $151 to the seller and $214 to the purchaser. The seller and the purchaser 


actually prorate on this basis. 


Seller, Cal- 
endar Y ear of 


Basis Sale (1960) 


Cash basis . 
plus $151 for 
1960 


Accrual basis — no 
election to accrue 
ratably 

Accrual basis—rata- 
ble (day by day) 
accrual elected. . 


$151 for 1960 


$151 for 1960 


$214 for 1960 


$214 for 1960 


Purchaser, Calen- 
dar Year of 
Purchase (1960). 


$365 for 1959 May deduct $214 May deduct $214 if $365 for 1961 
in this year or in actually paid in this 
year of payment 


Purchaser, 
1961 


Purchaser, 
1962 


year and deduction 
not taken in 1960 * 


$365 for 1961 $365 for 1962 


$365 for 1961 $365 for 1962 


* Purchaser actually pays $365, of which $151 is deductible by seller and $214 by purchaser in 


1960 or 1961. 





to 1959, inclusive. This article con- 
siders the matter under current Illinois 
law and, in addition, takes a look at 
the regulations under Section 164(d) 
which were issued after the publica- 
tion of the prior article. 


Illinois Background 

Under current Illinois law, the real 
property tax year is the calendar year. 
The owner of property on January 1 
of each year is liable for the taxes of 
that year; the purchaser of property 
on January 1 is considered the owner 
on that day;* and on January 1 the 
tax for that year becomes a lien on 
the property.* Taxes for each year 
are payable in two equal installments 
during the following year. In Cook 
County the first installment is due on 
May 1, and the second on September 
1. Elsewhere in Illinois, the due dates 
are June 1 and September 1.° Thus, 
on January 1, 1960, the property taxes 
for the calendar year 1960 became a 
lien on the property and the owner 
(or purchaser) on that date became 





® Tilinois Revised Statutes (1959), Ch. 120, 
Sec. 509. 

*Tllinois Revised Statutes (1959), Ch. 120, 
Sec. 697. 
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liable to pay them. They become 
due on May 1 (or June 1) and Sep- 
tember 1, 1961. This statutory situa- 
tion is recognized in the prorating of 
taxes on the sale of property. If, for 
example, a sale is closed on June 1, 
1960, the purchaser receives credit for 
the taxes for the calendar year 1959 
(if not paid) and for the period from 
January 1 to May 31, 1960. The 1960 
taxes must be estimated and, pos- 
sibly, the 1959 taxes as well, since the 
tax bills are sometimes delayed. The 
January 1 lien date has no bearing on 
the proration of taxes but, as we shall 
see, plays a significant role under 
Section 164(d). 


Deductibility Requirements 

So much for Illinois law—now a 
word about cash-basis and accrual- 
basis taxpayers. In general, each 
must meet two requirements in order 
to take a deduction for taxes. In the 
case of the cash-basis taxpayer, the 
two requirements are “imposition” of 
the tax on the taxpayer (the nemesis 





* Illinois Revised Statutes (1959), Ch. 120, 
Sec. 705. 
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Basis 


Table Il 


Property Taxes Deductible by Seller and by Purchaser 


Seller 


Tax Year 
of Sale 





Cash basis 


Accrual basis— 
no election to 


accrue ratably 


Accrual basis— 
ratable (day by 
day) accrual 
elected 


Purchaser 








Tax Year of 
Purchase 





Tax paid in tax year 
for prior years. Allo- 
cable portion of tax 
from January 1 to day 
before day of sale may 
be deducted in tax year 
of sale. See text as to 
right to deduct in later 
year. 


If January 1 of calen- 
dar year falls in tax 
year, tax from January 
1 to day before date of 
sale. If January 1 of 
calendar year of sale 
falls in preceding tax 
year, see footnotes a 


and b 


Tax accrued on ratable 
basis from start of tax 
year to day before date 
of sale 


Second Tax 
Year After Year After 
Tax Year Tax Year 

of Purchase of Purchase 


First Tax 





Allocable portion of 
tax from date of pur- 
chase to December 31 
may be deducted in tax 
year of purchase or de- 
ducted later in year of 
payment. See text. 


Allocable portion of 
tax from date of pur- 
chase to December 31 
plus tax which became 
lien on January 1, fol- 
lowing purchase if it 
falls in tax year * 


Tax accrued on ratable 
basis from date of pur- 
chase to end of tax 
year 


Allocable portion of tax 
from date of purchase to 
December 31 of tax year 
of purchase in year of 
actual payment unless 
previously deducted plus 
or minus amount of un- 
derestimate or overesti- 
mate plus tax for suc- 
ceeding years actually 
paid in tax year 


Tax which became lien 
on January 1 falling in 
tax year" 


Tax accrued on ratable 
basis for tax year 


® Where the taxpayer has elected a 52-to-53-week tax year which ends on the same day of the 
week which falls nearest December 31 (see Code Section 441(f)(1)(B)), special care must be taken 


to make the proper accrual. 
falls nearest December 31. 


For example, suppose the tax year ends on the Wednesday which 
In 1960 the tax year ends Wednesday, December 28, 1960. The next tax 


year runs from Thursday, December 29, 1960, to Wednesday, January 3, 1962, and thus contains 
two January 1 tax accrual dates. 


The proposed amendment of Section 164(a), 


situation. 


discussed 


in footnote 9, does not affect this 


>» Suppose that a tax year ends January 31, 1960, and the sale occurs June 1, 1960. On January 


1, 1960, the seller properly accrues the 1960 tax. 


But under Section 154(d)(1)(A), only the tax to 


May 31, 1960, is treated as ‘‘imposed’’ on him. The seller must treat the tax from June 1, 1960, 


to December 31, 
1.164-6(d)(5)). 


1960, as income 


subject to the provisions of Code Section 111 


(Reg. Sec. 





of Mr. Supplee of Magruder v. Sup- 
plee) and “payment” of the tax. The 
deduction, of course, is taken in the 


year of payment. For an accrual- 
basis taxpayer, the two requirements 
are “imposition” of the tax on the 
taxpayer and “accrual” of the tax. 
Here we must note that only where 
an accrual-basis taxpayer makes an 
appropriate election do property taxes 


* Hour by hour; minute by minute; second 
by second; infinitesimal by infinitesimal. 
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accrue ratably, day by day.® If no 
election is made, they accrue in a 
lump sum on the day on which the tax 
becomes a lien.” Suppose a corporate 
taxpayer, organized on December 1, 
1960, elected to end its first tax year 
on January 31, 1961. Property taxes 
for 1961 would have accrued within 
this period and would be a proper 
deduction for this tax year. The tax- 


"Keil Properties, Inc., CCH Dec. 21,245, 
24 TC 1113 (Acq.). 
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payer, however, might elect to accrue 
taxes ratably,* in which case it would 
take only two twelfths of the 1961 tax 
as a deduction. The consent of the 
Commissioner is required if the elec- 
tion is made after the first tax year in 
which the taxpayer incurs real prop- 
erty taxes. 

What about the one-shot double de- 
duction mentioned above? It affects 
fiscal year, nonelecting accrual-basis 
taxpayers whose tax year runs from 
February 1, 1959, to January 31, 1960; 
March 1, 1959, to February 29, 1960; 
or April 1, 1959, to March 31, 1900. 
Such taxpayers may deduct both the 
1959 tax which accrued on April 1, 
1959, and the 1960 tax which accrued 
on January 1, 1960. But legislation is 
now pending in Congress to prevent 
this double deduction.* Observe that 
the double deduction 
where there is no sale of the property 
If there is a sale, 


applies only 
in the fiscal year. 
the rules discussed above prevent ex- 


cess accrual. 


All Taxpayers— 
“Imposition Requirement’ 

We are ready now to consider Sec- 
tion 164(d) as applied to Illinois. 
That section, read in the light of 
Illinois law, provides that, for both 
cash-basis and accrual-basis taxpayers, 
the property tax allocable to the period 
from January 1 to the day before the 
date of sale is “imposed” on the seller. 





The tax allocable to the period from 
the date of sale to December 31 is 
“imposed” on the purchaser. This dis- 
poses of the “imposition” requirement. 


‘Example 1.—On June 1, 1960, Ser- 
apis sells an Elysian field to Poly- 
hymnia. General real estate taxes for 
1960 are $365. Of this sum, $151 
(January 1 to May 31, 1960) is “im- 
posed” on the seller by Section 164 
(d)(1) and $214 (June 1 to December 
31, 1960) on the purchaser. This is 
true regardless of whether they are on 
a calendar-year basis or a fiscal-year 
For purpose of later examples, 
I assume they are on a calendar-year 


basis. 


basis. 


Cash-Basis Taxpayer— 
Payment Requirement 


What of the payment requirement 
which the cash-basis taxpayer must 
meet? As to a cash-basis seller, the 
statute is silent as to when he is to 
take his deduction. The regulations 
(Section 1.164-6(d)(1)) provide, how- 
ever, that if the seller is liable for the 
tax for the real property tax year and 
the tax is not payable until after the 
date of sale (the Illinois situation), 
the tax “imposed” on the _ seller 
(whether or not actually paid by him 
in the tax year of sale) shall be con- 
sidered as having been paid by him 
in the tax year of sale. The regula- 
tion then continues: “Such portion 





® Code Sec. 461(c). 
*H. 9625, 86th Cong., Technical Amend- 
ments Bill of 1960, introduced January 14, 
1960, by Chairman Mills of the House Ways 


and Means Committee. This bill amends 
Sec. 164(a) of the Code to bar a deduction 
for any tax relating to a definite period of 
time which, except for action of any taxing 
jurisdiction taken after December 31, 1959, 
accelerating the accrual event for such tax, 
would have been deductible for the succeed- 
ing taxable year. The amount not so allowable 
is deemed to accrue on the the first tax of the 
next tax year. The amendment would be 
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effective for taxable ending after 


December 31, 1959. 

It seems to me that a simpler solution 
to the problem would be to make ratable 
accrual mandatory for all accrual-basis tax- 
payers. This solution is in harmony with 
the accrual concept; it ends the urge to 
change the tax accrual dates, ends the op- 
tion for ratable accrual under Sec. 461(c), 
makes unnecessary the further complication 
of the Code proposed in the Sec. 164(a) 
amendment, and prevents occasional years 
of double deduction and years of no deduc- 
tion in the case of 52-to-53-week taxpayers. 


years 
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may be deducted by him for the tax- 
able year in which the sale occurs, or, 
if at a later time, for the taxable year 
(which would be proper under the 
taxpayer’s method of accounting) in 
which the tax is actually paid, or an 
amount representing such tax is paid, 
to the purchaser, mortgagee, trustee, 
or other person having an interest in 
the property as security.” This quoted 
sentence needs a comment. 

Example 2.—<As I read the sentence, 
it means that if the tax is actually 
prorated and P is given credit on the 
closing statement, S takes his $151 
deduction in 1960, In the unusual 
case where S merely agrees to pay his 
part of the tax but does not actually 
give an allowance on the closing state- 
ment, he takes his deduction in the 
year the tax is actually paid or an 
amount representing the tax is paid 
to P, a mortgagee, etc. If S and P 
do not actually prorate, S may never- 
theless take his $151 deduction in 1960. 


Suppose that on the closing state- 
ment the seller allows the purchaser 
credit for taxes for a prior year. Does 
this constitute payment? The regula- 
tions do not specifically deal with this 
point. It seems to me that allowance 
of a credit constitutes “payment” by 
the taxpayer. Perhaps, however, with 
respect to any year for which the tax 
bills are available at the time of sale, 
a credit to the purchaser will not be 
considered as “payment.” In any 
event, where the seller can pay the 


tax he should do so rather than merely 


grant the purchaser an allowance. He 
thus obviates any question as to his 
deduction. It should be observed that 
in the usual case, in the year of sale, 
S may deduct the tax for the prior 


year and his prorata portion of the tax 
for the current year to the date of sale. 


What about the payment require- 
ment and the cash-basis purchaser? 
Section 164(d)(2)(A) provides, as to 
a cash-basis taxpayer, that where the 
“other party” is liable for the tax, the 
taxpayer is considered to have paid, 
on the date of sale, the tax “imposed” 
on him. In Illinois, since the due 
date is January 1, the “other party”— 
that is, the seller—will always be 
liable for the tax and, hence, the pur- 
chaser may always deduct the tax im- 
posed on him in the tax year of 
purchase.’® The regulations—Section 
1.164-6(d) (2)—go a step further. They 
give a purchaser an option in select- 
ing the year of deduction. The 
language is almost identical with that 
quoted above: “Such portion may be 
deducted by him [the purchaser] for 
the taxable year in which the sale 
occurs, or, if at a later time, for the 
taxable year (which would be proper 
under the taxpayer’s method of ac- 
counting) in which the tax is actually 
paid, or an amount representing such 
tax is paid to the seller, mortgagee, 
trustee, or other person having an 
interest in the property as security.”’ 


Example 3.—Thus, in Example 1, P 
may take her deduction of $214 in 
1960 or in any later year in which the 
tax is actually paid. 


This option is of some importance. 
Suppose property is purchased late in 


the year. As the tax and interest de- 
ductions may not be enough to war- 
rant itemizing, the taxpayer may find 
it advantageous to take the standard 
deduction in the year of purchase and 
then itemize in the following year. 
If he has paid the tax imposed upon 





” What about the seller and the purchaser 
who close on January 1, right after their 
New Year’s Eve party? A fitting punish- 
ment is inflicted on the purchaser: (1) He 
cannot use the text of this article as a handy 
guide, since it is a January 2-December 31 
article. (2) Sec. 164(d)(2)(A), referred to 
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above, has no application since he, not the 
seller, is liable for the tax. Hence, he may 
take no deduction for taxes for the year of 
purchase until he actually pays them (nor- 
mally in the following year). Advice: Don’t 
close on January 1 and don’t close as of 
January 1. 


261 





him for the tax year of purchase, he 
may deduct it in such following year. 
Observe that, in the usual situation, 
there is one year in which the pur- 
chaser may not take a tax deduction. 

Suppose, in Example 1, P decides 
to take her $214 deduction in 1961. 
No deduction is available for 1960. 
If she elects to take it in 1960, no 
deduction is available for 1961. True, 
she will actually pay $365 in 1961. 
3ut $214 is a 1960 deduction, while 
the balance of $151 was imposed on, 
and deductible by, the seller. 


Accrual-Basis Taxpayer— 
Accrual Requirement 

For accrual-basis taxpayers, accrual 

not payment—is the second require- 
ment of deductibility. If an accrual- 
seller has not elected ratable 
accrual, he accrues on the date of sale 
the tax “imposed” on him, that is, the 
tax from January 1 to the day before 
the day of sale. A nonelecting ac- 
crual-basis purchaser, under Section 
164(d)(2)(D), accrues on the date of 
purchase the tax “imposed” on him, 
that is, the tax from the date of pur- 
chase to December 31. 


basis 


Example 4.—-Assume in Example 1 
that both S and P are on the accrual 


have not elected ratable 
accrual. S will deduct $151 for 1960 
and P will deduct $214 for 1960. 
There is no option respecting the year 
of deduction as in the case of the 
cash-basis taxpayer. 


basis and 


A nonelecting, accrual-basis tax- 
payer may run into other problems. 
Consider this case: 

Example 5.—In Example 1, S is a 
nonelecting accrual-basis taxpayer. His 
fiscal year runs from February 1, 1959, 
to January 31, 1960. On January 1, 
1960, the 1960 taxes accrue, and he 
deducts $365 for the year ending Jan- 
uary 31, 1960. However, on May 31, 
1960, he sells the Elysian field to P. 
The portion of the 1960 taxes not im- 
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posed on him, but already deducted 
by him ($214), must be included in 
income for the year ending January 
31, 1961, subject to the provisions of 
Code Section 111, relating to the re- 
covery of bad debts, prior taxes and 
delinquency amounts. (Regulations 
Section 1.164-6(d)(5)). 


A nonelecting accrual-basis pur- 
chaser may have two deductions in 
the tax year of purchase: 

Example 6.—In Example 1, sup- 
pose P is a nonelecting accrual-basis 
taxpayer. She is on a fiscal-year basis 
running from February 1, 1960, to 
January 31, 1961. For this period she 
will deduct $214 plus the $365 which 
accrued on January 1, 1961. 

An accrual-basis taxpayer who has 
elected ratable accrual does not have 
these problems: 

Example 7.—Consider the same facts 
as in Example 5 except that S has elected 
ratable accrual. For the tax year 
from February 1, 1959, to January 
31, 1960, S will deduct $365, the rat- 
able accrual for this period. If, in 
Example 6, P has elected ratable ac- 
erual, for the fiscal year from Febru- 
ary 1, 1960, to January 31, 1961, she 
will deduct $214, the ratable accrual 
from June 1, 1960, to December 31, 
1960, plus $31, the ratable accrual for 
January, 1961. 


“Date of Sale''—E£stimating Taxes 


Section 164(d) speaks of the “date 
of sale.” What is the “date of sale”? 
There is no positive answer to this 
question, but Rev. Rul. 54-607, 1954-2 
CB 177, relating to the computation 
of holding periods, seems to provide 
a reliable guide. It lays down the rule 
that the holding period starts on the 
day after title passes or on the day 
after the delivery of possession is 
made, whichever occurs first, and the 
purchaser assumes the burdens and 
privileges of ownership. The latter 
rule seems applicable to contracts for 
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deed where the purchaser assumes the 
burdens and privileges of ownership 
but does not receive a deed until some 
later time. 


I have mentioned above that it is 
frequently necessary to estimate taxes. 
Later, when the exact amount of the 
tax becomes known, an adjustment 
must be made, following customary 
practices in this regard. 


Comments on Tables 
The substance of Section 164(d) is 
summarized in the tables (Pages 258, 


259). Table I is a numerical illustra- 
tion for a calendar-year seller and a 
calendar-year purchaser who pay their 
taxes as due. Table II states the 
rules governing deductibility for sellers 
and purchasers regardless of whether 
their tax year is the calendar year, a 
fiscal year, or a 52-to-53-week year, 
authorized by Code Section 441(f). 
Note that the seller’s method of ac- 
counting has no effect on the pur- 
chaser, and vice versa; each applies 
the rules for his own method of ac- 
counting. [The End] 


MILLS ON SECTION 1361 


EBRUARY’S issue included an 

article by Arnold J. Olenick on 
Code Section 1361 which regulates 
unincorporated businesses wishing to 
be taxed as a corporation. Reaching 
us too late to be included in that 
article was information on the new 
Mills bill which, if passed, will repeal 
parts of Section 1361. To bring you 
up to date, here are the facts on how 
the new Mills bill affects a “1361 
corporation.” 


Section 6 of the bill would eliminate 
the key boobytrap criticized in that 
article. It would, as a matter of fact, 
nullify the sections of proposed regu- 
lations which the author charged had 
wholly misconstrued Congressional 
intent regarding Internal Revenue 
Code Section 1361. 


Briefly, the bill would repeal Code 
Section 1361(m) and treat an unincor- 
porated business electing to be taxed 
as a corporation exactly as other cor- 
porations are treated, for all purposes 


except self-employment tax on its 
owners. Such repeal would, moreover, 
apply retroactively to all taxable years 
for which elections could have been 
held under Code Section 1361. Its 
chief effect would be to permit a 
“Section 1361 corporation” to become 
a legal corporation without suffering 
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the tax on “liquidation” imposed by 
proposed Regulations (Section 1.1361-5 
(b)). | 

Another provision of the Mills bill 
would, however, eliminate one ad- 
vantage mentioned in the February 
article by cancelling the one year’s 
hindsight ‘originally afforded by Code 
Section 1361. The election would now 
have to be made by the end of the 
first month of the year to which it 
applies—Section 6(a)(1) of the bill— 
as with a Subchapter S election. This’ 
amendment would be effective for 
taxable years beginning after Decem- 
ber 31, 1960; thus the hindsight pro- 
visions of Code Section 1361(a) would 
still be available for calendar years 
1959 and 1960, and fiscal years up to 
November 30, 1961. 


Section 6(c) of the Mills bill adds 
a proviso that a “1361 election” may 
be revoked within 90 days after enact- 
ment of the bill in any case where 
repeal of Code Section 1361(m) by 
the bill would alone result in changing 
the code sections applicable to deter- 
mining income tax liability of a trans- 
action which occurred before enactment 
of the bill. The statute of limitations 
for assessments and refunds is accord- 
ingly extended for a year after any 
revocation under Section 6(c). 


263 





STATE TAX NEWS 


In this department in the January issue, John A. Wilkie discussed the 
apportionment formula for unitary airlines as it concerns originating and 
terminating tonnage, originating revenue, aircraft arrivals and departures, 
tangible property excluding flight equipment, and ground payrolls. This month 
he resumes his discussion with certain composite factors relating to the ap- 


portionment formula. 


“Plane-hours.” ’— This factor is 
based on the total time throughout a 
period of at least one year that the 
units of aircraft are physically present 
in each state, whether in flight, stop- 
over, maintenance, overhaul or idle- 
ness. Data would be based on aircraft 
logs which account for the entire 
time or would be estimated from 
scheduled flying operations, mainte- 
nance, overhaul, and typical layover 
and idle time. 


The factor of “plane-hours” ranks 
high on the grounds of the fidelity 
with which it reflects the presence of 
taxable property within the state. 


The necessity of ascertaining stop- 
over, maintenance, overhaul, idle and 
spare time, however, makes the factor 
subject to major shortcomings from 
the standpoint of compliance cost and 
neutrality. 


The only accurate method of de- 
termining the location of aircraft 
throughout the year requires a com- 
plete log of each unit of aircraft. If 


flight logs are not kept, the assembly 
of necessary information to compute 
this factor will rest upon estimates 
in the preparation of which objective 
guides will be difficult to establish. 

The factor presumes that idle or 
partially used planes have a value for 
tax purposes comparable to that of 
fully employed equipment. This posi- 
tion is not consistent with the policy 
of taxing net income derived from 
current unitary operations. 


Reasonable Combination 
of Factors for Uniform Use 


Having described briefly the various 
possible factors which might be used 
in an apportionment formula for air- 
lines, the question is which of these 
factors should be combined together 
in an apportionment formula to be 
applied uniformly in all jurisdictions 
involved? 

Should any mileage factor be in- 
cluded? *—Since all mileage factors 
involve the inclusion in the denominator 





‘Civil Aeronautics Board study, Multiple 
Taxation of Air Commerce (79th Cong., Ist 
Sess. H. Doc. 141 (United States Government 
Printing Office, 1945)), at pp. 55-56. 
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*See Richard W. Lindholm, Public Fi- 
nance of Air Transportation (Bureau of 
Business Research, College of Commerce 
and Administration, The Ohio State Uni- 
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of the fraction of units of the factor 
created over states where the tax- 
payer doesn’t stop and over interna- 
tional waters where no tax jurisdiction 
exists under present concepts, their 
use would make it impossible to 
have a 100 per cent allocation to all 
states with current taxing jurisdiction ; 
and those states which do have a 
legitimate tax claim against aircraft 
operating within their borders should 
not have these claims diluted by the 
insertion in the denominator of the 
factors of various exempt categories. 
Every state, territory, province or 
foreign country having a potential tax 
claim should have its full part of the 
total if it chooses to exercise its right 
to taxation (some may not have an in- 
come tax). It may not be considered 
reasonable for the airlines to say that 
less than 100 per cent of their net 
apportionable income should be sub- 
ject to taxation, which would be the 
effect of using any mileage factor in 
the formula. It would also encourage 


the manipulation of operations into 
such nontax jurisdiction areas. Thus 
it would seem that under current con- 
cepts of taxing jurisdiction, mileage 
factors should not be included in the 
apportionment formula. 

Of course, the concept of “doing 
business” could be expanded so as to 
give a state jurisdiction for tax pur- 
poses where regular flights are made 
in the air space over its surface area. 
The state is obliged to maintain cer- 
tain emergency facilities for such 
aircraft whether there is an actual emer- 
gency or not. With such an expansion 
of tax jurisdiction a mileage factor 
will not result in less than 100 per cent 
allocation, except where international 
waters are involved. Even here there 
is a basis, in fact, for a possible future 
international income tax upon income 
partly attributable to such interna- 
tional resources. Under an expanded 
concept of tax jurisdiction which is 
more commensurate with economic 
reality of time and place utility, the 





versity, Columbus, Ohio), at p. 110 which 
states, “With the exception of the allocation 
formula recommended by the Air Trans- 
port Association, all of the formulas exclude 
bridge states from a taxable share of an air- 
lines corporation’s net income.” At present, 
the omission of the bridge states from the 


allocation formula seems to be the most 
desirable solution; however, it is possible 
that considerable litigation may arise from 
this exclusion. The possibility would be 
especially likely between states bordering 
upon a large airport which received a great 
portion of its revenue from business origi- 
nating in actions of citizens of the border 
states. 


If the allocation formula which excludes 
bridge states has the tendency to determine 
the location of airports upon the basis of 
political divisions, eligible to collect taxes 
rather than geographic and economic con- 
siderations, then a factor should certainly 
be included which would allocate some of 
the net income of the various airlines to 
these bridge states. 

However, great difficulties arise in at- 
tempting to determine an allocable factor 
suitable for use in determining a tax base 
usable by the bridge states. 
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All mileage factors involve the possibility 
of avoidance, especially by airlines not fly- 
ing scheduled routes. Also, there is the 
problem of flights made over international 
territory. For example, if mileage flown 
over a state became a factor, many airlines 
would desire to fly from New York to 
Miami by passing over the water of the 
Atlantic Ocean rather than the land of the 
various states between New York and 
Florida. 


The cost of both compliance and enforce- 
ment of any law including a mileage factor 
would be high. For these reasons, it would 
appear undesirable to include mileage as 
a factor in the taxation of airlines, despite 
the frequent and successful use of mileage 
in determining the taxable portion of sur- 
face transport property or taxable income 
available to a particular political unit. 


In addition, the claim of a state to exact 
taxes upon the basis that planes went 
through the air several miles above the 
earth is considerably weaker than that 
based upon the passage of a vehicle over a 
route constructed upon the surface of the 
earth. See Northwest Airlines, Inc. v. Min- 
nesota, 322 U. S. 292 (1944), at p. 306 in the 
opinion of Mr. Justice Jackson. 
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most appropriate mileage factor to in- 
troduce into the apportionment formula 
would be revenue ton miles.* The 
factor of revenue passenger miles 
would be insufficient as it wouldn’t 
include revenue cargo. 


It may be argued that no mileage 
factor should be used under any cir- 
cumstances since the terminal activi- 
ties are considered all important. The 
argument is that it is the existence of 
the large airports in densely populated 
areas which produces the earnings for 
the air carrier and the flight itself is 
but a means toward an end. “Only 
when the aircraft comes to rest and 
makes contact with commerce gen- 
erally is it really creating wealth.” * 
This of course is economically incor- 
rect. Time and place utility are being 
provided by the aircraft all along its 
route, and without such performance 
by the plane through space there 
would be no transport service rendered 
whatsoever. The operational means 
of rendering service cannot be sepa- 
rated from the end of coming to rest 
and discharging one’s cargo at the 
destination. 


Terminal Factors to Be Used 
in Apportionment 

Originating revenue and ground 
force payrolls.—If no mileage factor 
is included, what factors should be 
included in the apportionment for- 
mula? The Committee on Taxation 
of Airlines of the National Tax Asso- 
ciation recommended in 1944 only two 


factors, namely those of originating 
revenues and ground force payrolls.® 
They also recommended a weight be 
assigned to the second factor to ap- 
proximate the ratio of the carrier’s 
ground force payrolls to its total pay- 
roll. If, for example, it is found that 
ground force payrolls comprise 40 per 
cent of the total payroll, the second 
factor in the formula is to be given 
a weight of 40 per cent and the balance 
of 60 per cent is to serve as a weight 
for the originating revenue factor. 
The payroll factor is introduced to 
give recognition to the fact that the 
net income of a carrier is made pos- 
sible by the work performed at ad- 
ministrative and operational bases as 
well as that by actual flight operations. 


Operating revenue and overhaul 
base payrolls.——The Committee on 
Taxation of Air Lines of the National 
Association of Tax Administrators in 
February, 1945, recommended only 
two factors be included, namely, op- 
erating revenue at the point of de- 
parture and overhaul base payrolls. 
The second factor was to be weighted 
as the ratio of a carrier’s overhaul 
base payroll to its total payroll.® 

Originating and terminating ton- 
nage, originating revenue and ground 
payrolls.—The Civil Aeronautics Board 
in its study tentatively recommended 
a three-factor formula composed of 
originating and terminating tonnage 
and originating revenue—each at 40 
per cent weight—and ground payrolls 
at 20 per cent weight.’ In including 





*The factor of revenue ton miles was 
recommended by the Air Transport Associ- 
ation as one of the three factors to be in- 
cluded in the apportionment formula. See 
Civil Aeronautics Board study cited at foot- 
note 1, at p. 58. 

* Argument presented by an airlines repre- 
sentative at a conference of the Wisconsin 
Department of Taxation on December 5, 
1952. 

* Civil Aeronautics Board study, Appendix 
III, National Tax Association, Report of 
the Committee on Taxation of Air Lines, at 
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pp. 89-90. A. Culbert, vice president of Ameri- 
can Airlines Inc., felt that the payroll factor 
of overhaul base and general office payrolls 
would overemphasize the importance of this 
factor and give base jurisdiction an un- 
warranted tax advantage. 

* Civil Aeronautics Board study, Appendix 
IV, National Association of Tax Adminis- 
trators, Report of the Committee on Taxation 
of Air Lines, February 15, 1945, at p. 110. 

* Civil Aeronautics Board study cited at 
footnote 1, at p. 58. 
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the ground payroll factor, the board 
followed the same reasoning—giving 
effect to the location of the overhaul 
bases and general offices. The pay- 


roll factor was preferred to the tangi- 
ble property factor because of the 
latter’s shortcomings cited above. 


Arrivals and departures, originating 
revenue and “revenue tons handled.” 
—Later, in its 1947 report, the Commit- 
tee on Taxation of Airlines of the 
National Association of Tax Admin- 
istrators recommended that the same 
formula be used for the allocation 
of all interstate airline tax bases, 
and recommended a formula of three 
equally weighted factors, namely, 
scheduled aircraft arrivals and de- 
partures, originating revenue, and 
originating and _ terminating  ton- 
nage (designated as “revenue tons 
handled”). Since this report, the 
NATA committee has held several 
meetings and, although the air car- 
riers representatives have urged re- 
vision in the recommendations made 
by the committee in the 1947 report, 
the committee has not altered its 
position. 


Following this three-factor formula 
of the 1947 NATA report, Connecti- 
cut adopted the method for treating 
air carriers.* Wisconsin is now using 
this three-factor formula in actual 
practice in place of other methods 
used by the taxpayer, including reve- 
nue passenger miles flown. Some of 
the airlines themselves have adopted 
it for reporting to all states.’° 


The question may be asked: Is the 
formula comprised of these factors 
equitable and workable? In the first 
place, among the terminal factors, 
originating and terminating tonnage 





*Report of the committee on airlines, 
G. Howard Spaeth, chairman, 1947 Proceed- 
ings of NATA, Cincinnati, Ohio (Federa- 
tion of Tax Administrators, Chicago, Illinois), 
p. 51. 


State Tax News 


as discussed above most nearly satis- 
fies the various criteria set up for 
factors including that of realistically 
reflecting the degree to which the net 
income is derived from or attributable 
to sources within the several states 
involved. The handling of revenue 
passengers and cargo at terminal 
facilities is an important factor in the 
production of net apportionable in- 
come of unitary airlines. 


Originating revenue is not only a 
good index of terminal activity but 
also of the source of the effective de- 
mand for the services offered by the 
airline. There is, of course, an ele- 
ment of overlap between the orginat- 
ing tonnage part of the originating and 
terminating tonnage factor, and the 
originating revenue factor. It may be 
better to use a ground force payroll 
factor to represent the human services 
rendered in terminal and central office 
activity. A tangible property factor 
excluding flight equipment would not 
be adequate since many of the hangars, 
etc., which are used belong to munici- 
palities and there is no practical way of 
estimating the value of such facilities. 
Income-producing movable property, 
namely flight equipment, and the 
services of flight personnel are also 
important factors in producing net 
apportionable income and can _ be 
represented in an approximate manner 
through the third factor of arrivals 
and departures. A tangible property 
factor which excludes flight equip- 
ment would be quite inappropriate since 
the distribution of investment in 
ground equipment and facilities does 
not reflect the location of flight equip- 
ment. A plane-hour factor which re- 
quires the ascertaining of stopover, 
maintenance, overhaul, idle and spare 
time makes the factor subject to major 


*Sec. 12-244, Gen. Stats. of Connecticut 
(formerly Ch. 397, Laws 1947, effective 
October 1, 1947). 

* Based upon examination of Wisconsin 
Corporate Tax Returns (1950-1953 returns). 
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shortcomings from the standpoint of 
compliance cost and neutrality. Ac- 
curate measurement requires a com- 
plete log for each unit of aircraft. The 
arrivals and departures factor is much 
more easily complied with and verified. 
Avoidance operations over “bridge” 
states and international waters is pos- 
sible under a plane-hour factor while 
under the arrivals and departures 
factor the denominator of the factor 
includes no exempt categories. The 
plane-hour factor also gives equal 
weight in producing apportionable 
income to idle or partially used planes 
and fully employed equipment. This 
is not a consistent position. Arrivals 
and departures on the other hand can 
be made only by employed equipment. 


Originating revenue, tangible prop- 
erty and payroll.—A possible three- 
factor alternative would be one of 
originating revenue, tangible property 
and payroll where the mobile flight 
equipment in the property factor is 
apportioned on the basis of an “hours 
in port” basis, and the payroll of the 
flight personnel while it is over bridge 
states or countries where it doesn’t 
maintain offices would be excluded 
from the denominator. Such a prop- 
erty factor, however, would require a 
detailed log to be kept on each plane 
by hours and the question settled of 
whether overhaul or idle hours should 
be included, The payroll factor would 
require a detailed record of the hours to 
be omitted and the effect of omitting 
the pay for such time may well be to 
distort the payroll factor since a con- 
siderable share of the flight personnel 
payroll may be omitted from the de- 
nominator of the payroll factor, thus 
shifting its weight to the states of 
ground force payroll. There would be 
variations between taxpayer competi- 
tors A and B based mostly upon A 
flying over many bridge states and 
B flying over very few bridge states. 
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Summary.—In summary, if bridge 
states are without power to tax, mile- 
age factors should be omitted from 
the apportionment formula and a 
formula of three terminal factors of 
originating and terminating tonnage, 
originating revenue, and arrivals and 
departures is recommended for uni- 
form use by all states with net income 
taxes. Even under such a formula, if 
several states have no income tax, 
avoidance operations may be encour- 
aged by locating terminal facilities in 
nontax states as well as the arrivals 
and departures of the aircraft. One 
possible solution to this is to encour- 
age nontax states to adopt a net in- 
come tax by allowing it as a tax 
credit on the federal corporate income 
tax. It is also probable that economic 
factors play a more important role 
not only in locating terminal facilities 
but also in locating routes and arrival 
and departure points than tax effects. 


Even if the bridge states were given 
power to tax, an allocation method 
which employed a mileage factor 
would require modification if applied 
to international and overseas move- 


ments. [The End] 
TAXES —The Tax Magazine 





Three new books are reviewed here this month. 
The first surveys the Swedish taxation system, 
the second analyzes the Venezuelan fiscal sys- 
tem, and the third covers the appraisal field. 


Swedes and Taxes 


Taxation in Sweden. Martin Norr, 
Frank J. Duffy and Harry Sterner. 
Harvard Law School International 
Program in Taxation. Little, Brown 
& Company, 34 Beacon Street, Boston 
6, Massachusetts. 1959. 723 pages. 
$17.50. 

This is the first book in the English 
language which gives a complete and 
authoritative survey of one of the 
world’s most advanced tax systems. 
With a high standard of living and 
a well-developed industrial society, 
Sweden has more taxpayers than 
many larger countries. Even though 
Sweden’s tax rates are high, the tax 
provisions give the business taxpayer 
an unequaled degree of flexibility in 
the determination of taxable income. 

This informative volume is the fifth 
in a series of reports on world taxa- 
tion. Other reports are available on 
the taxation systems of Australia, 
3razil, Mexico and the United King- 
dom. Ultimately the series will cover 
more than 30 countries. 


Internal Revenue in Latin America 

The Fiscal System of Venezuela. 
Carl S. Shoup, Director, Commission 
to Study the Fiscal System of Ven- 
ezuela. John Hopkins Press, Balti- 
more 18, Maryland. 1959. 491 pages. 
$8.75. 

The government of Venezuela in- 
vited a group of American and British 


Books 


economists and tax law professors to 
analyze the fiscal system of Venezuela 
in 1958. This book is the complete 
report of the group. It probes every 
revenue source in detail and comments 
on the economic, administrative and 
legal aspects of each source. 

The study represents the first com- 
prehensive presentation of size dis- 
tribution of income in Venezuela and 
sources and uses of capital. The book 
is detailed and thorough; it can be 
used as a model and basis of compari- 
for the evaluation of the tax 
system of any country. 


son 


Value Estimating 


Appraisal 
Paul B. Coffman, Editor. 
Society of Appraisers, 1028 Connecti- 
cut Avenue, N. W., Washington 6, 
D. C. 1959. 525 pages. $15. 


Manual. 
American 


and Valuation 


This is the fourth annual edition 
of this encyclopedia of practical ap- 
praisal knowledge. It covers the field 
of appraisal and valuation from the 
standpoints of theory, precision, tax 
equalization, capitalization rates, buyer 
motivations, depreciation, obsolescence, 
structural costs accounting concepts 
and includes many other topics. It is 
a valuable reference book not only for 
the appraiser and valuation engineer 
but also for the business man, govern- 
ment official, lawyer and any others 
concerned with valuation matters. 
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WASHINGTON TAX TALK—Continued from page 181 


welfare subcommittee strongly urged 
that similar legislation be passed dur- 
H. R. 
4700 would provide medical benefits 
for persons retired under the social 
security system. The President has 
indicated that he opposes this bill. 
The Secretary of Health, Education, 
and Welfare also opposes H. R. 4700, 
and has indicated that he will send to 
Congress his proposal on such bene- 
fits. One thing is certain. Congress 
will enact some type of social security 
legislation this session. 


ing this session of Congress. 


Congressman Mills, Chairman of 
the House Committee on Ways and 
Means, has stated that it will not be 
possible to enact a “tax reform” bill 
during this session of Congress. Com- 
mittee consideration of proposals to 
alter the tax-free status of interest on 
securities of states and political sub- 
divisions, and changes in the tax ex- 
emptions of mutual thrift organiza- 
tions, such as mutual savings banks 
and savings and loan associations, 
will also be delayed until next year. 


The Secretary of the Treasury 


The Treasury Department has out- 
lined the procedures governing the 
exchange of Series E, F, and J sav- 
ings bonds, at current redemption 
values, for Series H bonds on a tax- 
deferred basis. 


Taxpayers exchanging Series E, F 
and J bonds for Series H bonds may 
defer reporting, for federal income 
tax purposes, the increase in the re- 
demption values of the exchanged 
bonds over the amount paid for them 
until the year in which the Series H 
bonds are redeemed or disposed of, 
or until final maturity. 


Treasury Circular No. 1036, estab- 
lishes the ground rules for this tax- 
deferral exchange. 
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Series H bonds are issued in de- 
nominations of $500, $1,000, $5,000 
and $10,000. They mature ten years 
from the date of issue, with interest 
paid at a rate equal to 334 per cent 
per year if held until maturity. 

If bonds submitted for exchange 
have a total current redemption value 
in an even multiple of $500, Series H 
bonds must be requested in that exact 
amount. If the total current redemp- 
tion value is in excess of $500, but is 
not an even multiple of $500, the 
owner has the option of furnishing 
the cash necessary to obtain Series H 
bonds of the next higher $500 multi- 
ple, or of receiving the amount of the 
difference between the total current 
redemption value and the next lower 
multiple of $500. 


For example, under the rules pre- 
scribed in Treasury Circular No. 1036, 
if the bonds submitted for exchange 
in one transaction have a total current 
redemption value of $4,253.33, the 
owner may elect to (1) receive $4,000 
in Series H bonds and the amount 
of the difference, $253.33, or (2) pay 
$246.67, the difference necessary to 
obtain $4,500 in Series H bonds. 

In example (1) above, any amount 
paid to the owner as a cash adjust- 
ment must be treated as interest in- 
come for federal income tax purposes 
for the year in which received, if the 
amount is not in excess of the total 
interest on the bonds exchanged. 


The Department of Justice 

The Department of Justice is steadily 
stepping up its drive on income tax 
fraud prosecutions. Of the 541 cases 
disposed of by trial or plea in fiscal 
year 1959, 497 cases, or 92 per cent, 
resulted in convictions. 

In his year-end report to the At- 
torney General, Charles K. Rice, who 
is the Assistant Attorney General in 
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charge of the Tax Division, stated 
that during the past seven years (1953- 
1959) nearly 50 per cent more con- 
victions were won by his division 
than during a prior 20-year period. 


“Tax prosecutions are being brought 
today in areas where they were al- 
most unknown ten years ago,” Mr. 
Rice stated. “At the same time, more 
and more attention is being paid to 
cases which will have an impact be- 
yond the immediate factual situation. 


ce 


A substantial number of cases is 
being processed at the present time 
charging willful omission of dividend 
and interest income from tax returns. 
This is another area in which, in the 
aggregate, large amounts of income 
are lost to the revenue.” 


Mr. Rice also told the Attorney 
General that all indications point to a 
considerable step-up in criminal tax 
enforcement in 1960. He pointed out 
that the Internal Revenue Service has 
received additional funds to conduct 
more fraud investigations which should 
result in the referral of more cases to 
the Department of Justice for criminal 
prosecution. 


The Internal Revenue Service 


On June 24-25, 1959, 2,188 candi- 
dates took the first special examina- 
tion given by the Internal Revenue 
Service under its new procedures 
governing enrollment to practice be- 


fore the Treasury Department. Of 
this group, 1,264 were successful. 

Persons passing this special exam- 
ination have been issued enrollment 
cards which permit them to represent 
taxpayers in cases pending before all 
offices of the Internal Revenue Service. 

The Internal Revenue Service may 
hold another examination at the end 
of this year. Persons who can qualify 
for this examination, and who are not 
eligible for enrollment as lawyers, 
certified public accountants, or former 
IRS officers and employees, should 
submit their applications as soon as 
the examination date and require- 
ments are announced. 

The Commissioner of the Internal 
Revenue Service, Dana Latham, has 
appointed Douglas L. Barnes, an IRS 
career lawyer, as regional commis- 
sioner for the IRS Chicago region, 
effective March 1, 1960. 

Mr. Barnes, who has been with the 
IRS since 1942, succeeds Norman B. 
Eshleman who retired last month after 
41 years of government service. Prior 
to his new appointment, Mr. Barnes 
served as IRS regional counsel at 
Omaha, Nebraska. 

As regional commissioner of the 
Chicago region, Mr. Barnes will super- 
vise IRS operations in the states of 
Illinois, Michigan and Wisconsin. 


High school tax course.—A long- 
overdue recognition was given to the 


Following are statistics of the examination, by region: 


Candidates 
Region 


Atlanta 
Soston 
Chicago 
Cincinnati 
Dallas 
New York 
Omaha 
Philadelphia 


San Francisco 


205 
127 
286 
242 
210 
235 
176 
229 
478 


2,188 
Washington Tax Talk 


Taking Examination 


Passed Failed 
100 
41 
122 
93 
115 
84 
69 
119 


181 
924 





“father” of the world’s largest mass 
educational program for teaching high 
school students the fundamentals of 
the federal tax law and related tax 
forms. 

Commissioner Latham presented to 
Mr. Henry Schneider, assistant direc- 
tor of the Internal Revenue Service 
Public Information Division, a special 
citation and cash award for his efforts 
in establishing the course and for its 
continued success. 

The special Internal Revenue Serv- 
ice tax course for high school students 
is now part of the curriculum of 22,600 
high schools and is also being taught 
in veterans’ hospitals, on ships at sea, 
The Commis- 
there are 25 


and even in prisons. 


sioner estimates that 


million “graduates” of this course 
and that about 3 million students com- 
plete the course each year. 

The course is sent to schools, upon 
request, in the form of a kit which 
contains large “blow-ups” of the 1040 
tax form, a teacher’s manual, and a 
manual for students. 


Mr. Schneider first conceived his 
tax course idea seven years ago when 
a Washington, D. C., high school 
teacher called to inquire if the Service 
had a course available for teaching 
students to fill out tax returns. The 
course grew from the collection of tax 
forms and the set of questions and 
answers sent to this teacher to the 
present course which has the endorse- 
ment of professional societies in the 
federal tax field. 


“George wants to go on a physical basis this year.” 
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Meetings of Tax Men 


University of Miami Tax Confer- 

ence.—The Fifteenth Annual Uni- 
versity of Miami Tax Conference will 
be held April 24-May 1, beginning at 
the Seville Hotel in Miami Beach and 
ending up a week later in Montego 
say, Jamaica. Among the program 
subjects are “Review of Current Tax 
Matters,’ “Foreign Corporations,” 
“Subchapter S Corporations,” “Will 
Provisions to Minimize Income 
Taxes,” and many other technical 
subjects. Speakers from all over the 
country will be there. Some are Rob 
ert Anthoine, New York; Joseph P. 
Driscoll, Dallas; William K. Stevens, 
Chicago; and Webster, 
Washington. 


George D. 


A full week of technical sessions is 
planned for which the cost per person 
is $95. The Jamaica weekend, high- 
lighted by a banquet-lecture on “Tax 
Problems in Doing Business With the 
New British West will cost 
an additional $110 per person, includ 
ing round trip air travel, American 
Plan accommodations, and 
engagements. 


Indies,” 


social 


For further information, or to reg 
ister, write to: Dean Dan Steinhoff, 
Jr., Director, University of Miami 
Tax Conference, P. O. Box 8002, Uni 
versity Branch, Coral Gables, Florida. 


Vermont Bar Association Tax For- 
um.—The Vermont Bar Association 
will hold a Tax Forum on Saturday, 
March 12, at Montpelier, Vermont. 
Speakers will be District Director of 
Internal Revenue, Mr. Fulton Fields; 
Mr. Austin Noble, Vermont Tax 
Commissioner: Paul Olson of Fitts & 


Olson, Brattleboro; and Kenneth Ber- 
gen, Bingham, Dana & Gould, Boston. 


University of Illinois, Short Course 
on Estate Planning.—The University 
of Illinois College of Law, will give 
a short course on estate planning, 
April 22 and 23, in the new law build- 
ing at Urbana-Champaign, Illinois. 
The course is sponsored by the Illi 
nois State Bar Association Founda- 
tion in co-operation with the College 
of Law. William K. Stevens, Assistant 
Vice President, The First National 
Bank of Chicago, will preside. “Ob- 
jectives in Estate Planning” by Paul 
B. Sargent, attorney from Boston; 
“Buy and Sell Agreements” by Alan 
N. Polasky, University of Michigan 
Law School; and three other lectures 
will be given. 


Committee on Taxation of the Fed- 
eral Bar Association of New York, 
New Jersey & Connecticut.—The 
Committee on Taxation of the Fed 
eral Bar Association of New York, 
New Jersey & Connecticut will meet 
March 21, 7:30 p.m., and will present 
an address entitled “Current Tax 
Developments Affecting Realty In 
terests.”” The meeting will be held 
at the United States Courthouse, 
Foley Square, New York City. Har 
vey Greenfield, a New York attorney, 
will give the address. 


Federal Tax Forum.—A _ dinner, 
sponsored by the Federal Tax Forum 
in honor of Kenneth Moe, First Dis 
trict Director of the new Manhattan 
IRS District of New York City, will 
be held at the Forum’s March 24 
meeting at the Advertising Club, 
N. Y. C. For reservations, write Miss 
Reynolds, 902 Broadway, New York. 
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EXPENSE ACCOUNTS IN 1960! 


The government is cracking down! 
Expense accounts will be audited. Rules are 
tougher! To find out what’s behind the 
crackdown, to make sure your expense ac- EXPENSE ACCOUNTS 


counts pass inspection and deductions stand in 1960 
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- . New Record and Reporting Rules 
For here is a complete, understandable 


explanation of the reporting and_ record- 
keeping requirements under current rules 
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SPECIAL FEATURES YOU'LL LIKE 


In this convenient booklet you'll find 
sample expense account forms which meet 
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mation. [Each is described and _ illustrated. 
Full text of the new rules, with IRS questions and answers about them, 
simplify understanding. A chart-like check list outlines just what is allowed 
for those important tax deductions. There’s a special section on travel, meals, 
lodging, and transportation, too. 


WRITE FOR YOUR COPIES TODAY! 

A few copies or many—just tell us what you need. We're ready to take 
care of your requirements for good-will distribution or for staff use. On 
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cover—no extra charge. Use the handy postage-free order card attached to 
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